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CONTRIBUTORS TO THE 
DECEMBER ISSUE 


L. L. Briees, associate professor of eco- 
nomics at the University of Vermont, in his 
present contribution, Recission of Dividends, 
continues his interesting studies of the law 
relating to corporate distributions. During the 
past several years Professor Briggs has pre- 
pared numerous papers on the subject of net 
worth which have been of great value to ac- 
countants and lawyers. 


Sran.ey E. Howarp, professor of account- 
ing at Princeton University, contributed one 
of the chapters of Facing the Facts, a recently 
published “economic diagnosis.” In his article 
in this month’s Review, he gives a further view 
of business conditions in France prior to 1807, 
a previous contribution appearing in the June, 
1982, Review, having been concerned with 
regulations governing private accounting dur- 
ing the same period. 


A. Paton, known to all Review 
readers is the editor of the Accountants Hand- 
book. His article, Accounting Problems of the 
Depression, represents the main part of a re- 
cent address before the Illinois Society of 
Certified Public Accountants. 


Max J. Wasserman is assistant professor 
of economics at the University of Illinois. He 
holds a doctorate from the University of Lyons 
and his several years’ residence in France both 
before obtaining his degree and thereafter asa 
fellow of the Social Science Research Council 
well qualifies him for the task of reviewing 
the requirements for an accountancy education 
in that country. It will be recalled that in the 
December, 1931, issue of the Review Pro- 
fessor Wasserman had an interesting summary 
of French regulations governing accountancy 
examinations. In an early issue he will con- 
tinue that subject by presenting a number of 
examination problems and questions. 


Gasriet A. D. Preinreicu is a certified 
public accountant of New York. He has done 
a considerable amount of research work on 
corporate distributions, and his present article 
is a study which he has prepared for the new- 
ly established Council on Accounting Research. 


A. C. LirrLeton, professor of accounting 
at the University of Illinois, is a frequent con- 
tributor to the Review. 


D. J. Pircuer is assistant professor of eco- 
nomics at DePauw University. 
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RESCISSION OF DIVIDENDS 
L. L. Brices 


HEN the board of directors of a 

VW corporation declares dividends it 
generally makes them payable at a 

future date and when that date arrives the 
distribution to the stockholders usually is 
made according to the terms of the resolu- 
tion. However, between the date of declara- 
tion and the time set for payment, the cor- 
poration may have reverses which leave it 
in such condition that conservative finan- 
cial policy would decree that nothing be 
paid to the shareholders. The question then 
arises whether or not the board has a legal 
right to rescind its declaration of dividends 
and withhold the proposed distribution of 
cash or other assets from the stockholders. 
I have collected the few court decisions on 
this point and present them in this article. 
First, let us consider the cash dividend. 
It has been held that the declaration of 
such a dividend severs the amount from 
corporate funds and creates a debt on the 
part of the corporation in favor of its 
stockholders and this debt cannot be re- 
scinded against the will of any stockholder 
so far as he is concerned. The leading case 
on this point is McLaren v. Crescent Plan- 
ing Mill (1906) 117 Mo. App. 40. The 
Crescent Planing Mill, having ample sur- 
plus funds, on February 7, 1908 declared a 
six per cent dividend which was to be paid 
in four equal instalments. No further reso- 
lution was passed and no fund was set 
apart out of which to make the distribu- 
tion. The first instalment was paid. The 
company then learned that it had over- 
valued its assets, and, although it had 
enough profits to pay the entire dividend, 


the board of directors rescinded its divi- 
dend declaration. McLaren, a stockholder, 
brought an action at law to recover the 
second instalment. The questions before the 
court were whether the mere declaration of 
a dividend by a solvent corporation creates 
a debt in favor of the stockholders when 
the corporation does not expressly set aside 
a fund out of which to pay such dividend 
and whether the corporation has the power 
to rescind the balance of the dividend after 
one instalment has been paid. The de- 
fendant corporation contended that the 
declaration of a dividend and the fixing of 
a date for its payment does not create a 
debt unless a fund is set apart for its pay- 
ment. In answer to this contention, Judge 
Nortoni said: 


With this thought in mind, we have care- 
fully examined the many authorities and find 
the fundamental idea running through every 
case save one to be that if the declaration of 
the dividend is fairly and properly made, out 
of profits existing at the time it is declared, 
the relation of debtor and creditor is thereby 
established between the corporation and the 
stockholders and the debt is thereby created 
against the corporation and in favor of the 
stockholder for the amount of the dividend 
due on the stock held by him. There can be 
no doubt that this idea pervades the entire 
adjudicated law on the subject. 


The court stated that the debt was created 
although no fund was set aside, and, said: 


It follows, of course, that a cash dividend, 
properly and fairly declared, cannot be re- 
voked by the subsequent action of the corpora- 
tion, for if, by the declaration of a dividend, 
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the corporation thereby becomes the debtor 
of the stockholder, it goes without saying that 
the debtor cannot revoke, recall, or rescind 
the debt or otherwise absolve itself from its 
payment by an action on its part against or 
without the consent of the creditor, and there- 
fore the resolution . . . attempting to do so, 
was of no force. 


Circuit Judge Rogers, in Staats v. Bio- 
graph Company (1916) 236 Fed. 454, 
stated the same principle in the following 
dictum: 


But if a board of directors should declare 
a cash dividend and make a public announce- 
ment of the fact, the courts have held that 
thereafter the board has no right to recon- 
sider and rescind its action. The reason seems 
to be that the declaration of the dividend sets 
apart from the profits of the corporation a 
sum which is to be paid to the stockholders 
in proportion to their shares and that it creates 
a debt due from the corporation to each stock- 
holder, resulting in the relation of debtor 
and creditor. A dividend divides the prop- 
erty which belongs to the corporation into that 
which the corporation retains and that which 
the corporation agrees to pay to the stock- 
holders, and which it is thereby bound to pay. 
That which one is bound to pay another is a 
debt. . . . Such a debt cannot be rescinded 
because a debtor does not have it within his 
power to “rescind” his debt. 


In Beers v. Bridgeport Spring Company 
(1875) 42 Conn. 17, the board of directors 
of the defendant corporation declared sev- 
eral dividends with the provision that such 
dividends were to be payable at the will of 
the directors. The stockholders were 
credited with their pro rata amounts. 
Later, the directors made a resolution to 
take these amounts from the accounts of 
the stockholders and to return them to 
surplus. In effect, this action rescinded the 
dividend declarations. The excuse offered 
by the board was that the money had been 
invested in improvements and that it would 
be unwise to pay a cash dividend at that 
time. Some of the stockholders sought to 
recover through the courts and brought ac- 
tion against the corporation. After stat- 
ing that the dividend declarations and the 
book entries to the credit of the stockhold- 


ers’ accounts created a debt in favor of the 
stockholders, Justice Pardee said: 


The corporation, having declared that it 
reserved for and owed to each stockholder 
a certain sum of money, and having set the 
sum apart from its own fund for his sole and 
separate use, cannot therefore nullify its votes 
or repudiate its obligations by declining to 
pay the dividend or to name any time when 
it would pay it. 


Commissioner Sutton, in Benas v. Title 
Guaranty Trust Company (1924) 216 Mo. 
App. 58, made the following statement: 


. a lawful declaration of a dividend 
out of existing surplus or profits available 
for that purpose creates a debt against the 
corporation and in favor of each stockholder 
for his share of the dividend, and such declara- 
tion may not be rescinded by a subsequent 
action of the corporation without the consent 
of the stockholder concerned, as a debtor may 
not rescind his debt without the consent of 
his creditor. 


Although the words of Commissioner Sut- 
ton are in the nature of a dictum, they were 
approved by the court. 

According to the facts of Ex Parte Win- 
sor (1844) 30 Fed. Cas. 17,884, a corpora- 
tion declared a ten per cent dividend, and, 
later, with the purpose of preventing pay- 
ment from the funds of the corporation 
the board of directors made a ten per cent 
assessment on the stockholders. The as- 
sessment was payable on the date set for 
the payment of the dividend. This obviously 
was a scheme to effect the rescission of the 
dividend declaration. The court held that 
the corporation could not take the dividend 
of any stockholder without an order from 
him, in payment of any debt due from him 
to the corporation, or as a set-off to the 
assessment. 

Le Roy v. Globe Insurance Company 
(1886) 2 Edw. Ch. (N.Y.) 657 has these 
facts. On November 10, 1885, the de- 
fendant company’s board of directors met 
and declared a dividend of three and a half 
per cent payable after the first of the next 
December. Notice of the declaration and 
date of payment was published in the news- 
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papers of November 11. At this time a 
balance sheet of the company showed a sur- 
plus of more than $76,000. On November 
30, the amount of the dividend, $85,000, 
was charged to surplus, and checks dated 
December 1 were made out payable to each 
stockholder for the amount of his dividend. 
Between the date of the checks and Decem- 
ber 17 approximately four-fifths of these 
checks were called for and were delivered 
to the stockholders and were duly paid on 
presentment at the bank. On December 16, 
a fire in New York City caused large losses 
to the Globe Insurance Company. Two days 
later, the complaining stockholders applied 
to the secretary of the corporation for the 
checks made out to them but were refused 
on the ground that the extraordinary fire 
losses of the company had rendered it in- 
solvent. Complainants then brought action 
against the corporation to.recover the un- 
paid dividends. In stating the opinion of 
the court, Vice-Chancellor McCoun said: 


The investigation of the affairs of the com- 
pany and the ascertainment of a clear surplus 
to warrant a dividend—declaring that divi- 
dend by a resolution of the board of directors 
—fixing the period for its payment—giving 
publicity to it—carrying the amount on the 
books of the company to the debit of profit and 
loss—apportioning the same among the stock- 
holders, by filling up and signing checks upon 
the bank where the funds were deposited for 
the purpose of being delivered to each stock- 
holder when called for:—these are all acts 
which the company by its officers, might law- 
fully perform. These acts became binding 
upon the company in its corporate capacity; 
and gave to the stockholders individually 
rights which the directors and officers of the 
company could not afterwards take from them. 


Insolvency of the corporation occurring 
before payment made no difference in the 
obligation of the company to carry out its 
dividend declaration and gave the concern 
no right to rescind the unpaid dividend 
debt. Although no money was specifically 
set apart to meet the checks the court 
looked upon the amount of the unpaid divi- 
dend as a trust fund to which the stock- 
holders had acquired vested rights as indi- 


viduals. Consequently, they were entitled 
to such fund in preference to the corpora- 
tion’s creditors. 

Matter of Le Blanc (1878) 14 Hun. 8 
is another decision in which insolvency of 
the corporation after a cash dividend 
declaration was no legal justification for 
rescission of such declaration. Le Blanc 
owned 500 shares in Lake Erie Railway 
Company which declared a one per cent 
dividend on September 2, 1873 to be pay- 
able on or after the following October 1. 
The corporation deposited with Duncan, 
Sherman and Company a sum sufficient 
and for the express purpose of paying this 
dividend. On December 10, 1874, approxi- 
mately $5,000 of the deposit remained and 
this was withdrawn by the depositor. The 
railroad subsequently passed into the 
hands of a receiver. For some reason Le 
Blanc neglected to draw his dividend while 
the money was in the hands of Duncan, 
Sherman and Company. Upon petitioning 
the lower court he was given an order di- 
recting the receiver to pay him the amount 
of the unpaid dividend but the receiver re- 
fused to obey and appealed to the Supreme 
Court of New York: Speaking for this 
court, Justice Ingalls said: 


We conclude that the fund deposited . . . 
should be regarded as specially appropriated 
for the payment of the dividend made by the 
company, and that the stockholders acquired 
in equity a lien upon such fund to the extent 
of the amount to which they were respectively 
entitled. 


Consequently, the lien followed the fund 
into the hands of the receiver who held it 
as trustee for the benefit of the unpaid 
stockholders. 

Ford v. Easthampton Rubber Thread 
Company (1898) 158 Mass. 84 is the lead- 
ing case upholding the principle that cash 
dividends may be rescinded. Let us review 
the facts of this unique decision. East- 
hampton Rubber Thread Company on June 
16, 1891 declared a twenty per cent divi- 
dend, payabe June 28, 1891. Immediately 
after the declaration a new board of direc- 
tors was elected at the annual meeting of 
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the stockholders. Only two members of the 
new board had been members of the old 
board and these two had voted against the 
proposed distribution of surplus. On the 
same day the new board met and passed a 
resolution to rescind the previous declara- 
tion and voted a six per cent dividend in 
its place. Although the company had ample 
surplus for the purpose no money was set 
aside for the twenty per cent distribution. 
Before this, money had always been pro- 
vided to pay dividends before they were de- 
clared. The company proceeded to borrow 
money and deposited it in a bank for the 
purpose of paying the six per cent dividend. 
The report of the case indicates that no 
stockholder was paid the larger dividend 
and that a majority of the shareholders ac- 
cepted the six per cent distribution. Ford, 
who owned 52 shares in the company, re- 
fused to accept the check offered to him 
and brought an action to recover his pro- 
portion of the original dividend. In the 
lower court, the judge ordered judgment 
for the plaintiff and reported the case for 
determination of the Supreme Court of 
Massachusetts. In giving the decision for 
that body, Chief Justice Field, among other 
things, admitted that the declaration of a 
dividend creates a debt on the part of the 
corporation to its stockholders and that 
the setting apart of a fund for the pay- 
ment of the dividend makes the corporation 
a trustee of the amount for the stockholders, 
but said: 


We have been able to find little or no au- 
thority on the precise question involved in 
this case, namely, whether, after a dividend 
has been duly declared by a vote of the di- 
rectors, but payable at a future time, the 
vote can be rescinded at a subsequent meet- 
ing of the directors, held before the time at 
which the dividend becomes payable accord- 
ing to the vote, when the fact that a divi- 
dend has been declared has not been made 
public, or in any manner communicated to 
the stockholders, and when no fund has been 
set apart for the payment of the dividend. 
On principle, we do not see why the direc- 
tors may not rescind such a vote, under the 
circumstances stated. By the vote no specific 
property passed to the stockholders. If the 


vote be regarded as a declaration of trust in 
favor of the stockholders, it could be revoked 
before it was communicated to them or any 
property was identified and set aside for them. 
Indeed, cases may easily be supposed of such 
a change in the affairs of a corporation, be- 
tween the time when a dividend is declared 
and the time when it becomes payable, as to 
make the exercise of such a power by the di- 
rectors useful, if not necessary, for the suc- 
cessful continuance of the business of the 
corporation. It appears in the present case 
that the meeting of the new directors at which 
the vote was rescinded was held after the 
annual meeting of the stockholders; and that 
at the meeting of the stockholders “the presi- 
dent did not, as had for many years been 
the custom, announce that any dividend had 
been declared, or promulgate the same to the 
stockholders”; and it does not appear that 
any of the stockholders, except the directors, 
knew of the original vote, or that any of the 
stockholders had made any contracts, incurred 
any liability, or done anything relying on the 
vote. It also appears that no fund was dis- 
tinctly set apart for the payment of the divi- 
dend before the vote was rescinded. As the 
passage of the vote did not constitute an ac- 
tual contract of the corporation with its stock- 
holders, but was merely a mode of dividing 
the earnings of the property of the corpora- 
tion among the stockholders, we are of the 
opinion that before the division had been ac- 
tually made, and before the position of the 
stockholders had been changed in reliance on 
the vote—certainly before the passage of the 
vote had been made public, or communicated 
to the stockholders—it was within the power 
of the directors, at a meeting subsequent to 
that at which the vote was passed, to rescind 
it. In this action at law, we cannot super- 
vise the exercise of this power by the direc- 
tors. 


This decision has been harshly criticised. 
In speaking of it in McLaren v. Crescent 
Planing Mill (1906) 117 Mo. App. 40, 
Judge Nortoni said: 

The decision of that case can only be sus- 
tained upon the theory that the declaration 
of the dividend did not create a debt to the 
stockholders, for if a debt was thereby created 
it is preposterous to say that such a debt 
can be canceled by the action of the debtor 
without the consent of the creditor. In fact, 
we understand the opinion, inasmuch as it 
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is there asserted that ‘‘the passage of the vote 
did not constitute an actual contract of the 
corporation with the stockholder,” as hold- 
ing that the declaration of the dividend did 
not create a debt, and if this be its holding, 
it stands out boldly, single and alone in the 
country against an unbroken line of cases 
and overwhelming weight of authority that 
we are not at liberty to disregard, were we 
so inclined, and we are not. To do so would 
be to strike an unpardonable blow at the ad- 
judicated and settled law on the subject. On 
the other hand, if that case proceeds and 
predicates upon the theory that the declared 
dividend is a debt, which proposition is so 
well established that it is now far removed 
from the realm of controversy, and that be- 
ing such debt, it is competent for the debtor 
to rescind it without the consent of the credi- 
tor, it is so palpably unsound as to require 
neither citation nor argument to refute it. The 
decision in that case conflicts with the funda- 
mental principle underlying the adjudicated 
law on the subject, and we are not only com- 
pelled to decline to follow it, but to dispute 
its authority as well. 


In Benas v. Title Guaranty Trust Com- 
pany (1924) 216 Mo. App. 58, it was held 
that the ultra vires declaration of a divi- 
dend, the distribution of which would im- 
pair capital, may be reconsidered and re- 
scinded. According to Circuit Judge Rog- 
ers in Staats v. Biograph (1916) 236 Fed. 
454: 


If a board of directors when there are at 
the time the declaration is made no profits 
to divide, and if public announcement of the 
declaration of the dividend should be made, it 
may be that the right to reconsider and rescind 
would not be denied. Until such a dividend 
is paid there would seem to be a locus poenten- 
tiae, and the directors might recall their ul- 
tra vires act. They would not be under any 
obligation to consummate an illegal act which 
is merely in fieri. 


If a dividend has been declared when 
there was no surplus it may be rescinded 
by the corporation even though the stock- 
holders have received the distribution. In 
Lexington Life, Fire and Marine Insurance 
Company v. Page (1856) 56 Ky. 412, the 
directors, under a misapprehension as to 
their powers, declared and paid a dividend 


based upon unearned insurance premiums 
which they thought were profits but which 
really were liabilities of the corporation. 
In a suit by the creditors of the company 
it was held that this dividend could be re- 
claimed by the directors. 

A cash dividend declaration may be re- 
scinded before payment if the consent of 
all the stockholders is obtained or if the 
stockholders act in such a manner as to 
estop them from denying the validity of the 
rescission. The only American decision on 
this point that I have been able to find is 
Wilson Company v. Matthews Brothers 
Manufacturing Company (1916) 164 Wis. 
152. According to the facts of this case the 
plaintiff company owned all of the stock in 
the defendant corporation. The latter de- 
clared dividends amounting to $50,000 
which was credited to the account of the 
plaintiff. After paying $8,000 of the 
amount, the defendant transferred the 
$42,000 balance from the plaintiff’s ac- 
count to an account with the title of “Un- 
divided Earnings.” The effect of this trans- 
fer was the recission of the unpaid divi- 
dends. The officers of the plaintiff company 
were aware of the transfer but made no ob- 
jection. Thereafter, the annual statements 
which were submitted at the annual meet- 
ings of the defendant corporation’s stock- 
holders and which were approved by them 
carried the $42,000 item as “Undivided 
Earnings.” The plaintiff later brought ac- 
tion to recover the amount of the unpaid 
dividends. The lower court decided in favor 
of the defendant, and, upon appeal, this 
decision was affirmed by the Supreme Court 
of Wisconsin. Justice Kerwin said that: 


. the findings are supported by the 
evidence and establishes that the $42,000 divi- 
dend was canceled and the amount thereof 
regarded by all parties interested as assets 
of the defendant. 


An English decision, Lagunas Nitrate 
Company v. Schroeder (1901) 17 Times 
L. R. 625, is authority for the rule that an 
interim dividend declaration may be re- 
scinded by the company’s board of direc- 
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tors if there is no evidence that any of the 
shareholders objected to such rescission. 

Albany Fertilizer and Farm Improve- 
ment Company v. Arnold (1897) 108 Ga. 
145, is a case in which a stockholder sued 
the corporation for a dividend which had 
been rescinded but for which another divi- 
dend had been declared and paid. After the 
declaration of the first dividend the direc- 
tors learned that the resolution was illegal 
because the earnings did not justify it so 
they rescinded it. Later they declared an- 
other dividend and the resolution specifi- 
cally stated that this was in lieu of the 
original illegal dividend and required stock- 
holders to give a receipt and add that the 
payment was in full for all dividends de- 
clared to date. The complaining stock- 
holder accepted the second dividend but did 
not sign the receipt. He then sued the cor- 
poration for the first dividend and won the 
suit in the lower court. The corporation 
appealed and the Supreme Court of Geor- 
gia reversed the decision on the ground 
that the acceptance of the second dividend 
estopped the plaintiff from claiming pay- 
ment of the first. 

In the Lagunas Nitrate Company case 
it was held that the declaration of an in- 
terim dividend may be rescinded by the 
board of directors when the circumstances 
of the company are such that rescission 
seems advisable. According to the facts, 
the articles of association gave the direc- 
tors power to pay to the stockholders as 
partial prepayments of the next forth- 
coming dividends such interim dividends as 
the financial condition of the company 
seemed to justify. On March 16, 1897, the 
directors declared a four per cent interim 
dividend for the current year payable April 
20, 1897. In consideration of certain liti- 
gation then pending, the directors on April 
12, 1897 proposed that the payment of 
the dividend should be postponed. How- 
ever, on the 18th, the company requested its 
bankers to set aside under a special ac- 
count, out of the money in their hands be- 
longing to the company, a sum sufficient to 
pay the dividend. Schroeder sued to recover 
his share of the proposed distribution. The 
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company contended that neither it nor its 
bankers were bound to apply the money in 
the special account to the payment of the 
dividend and in this contention the con- 
cern was upheld by the court. 

Now let us consider the stock dividend 
declaration. The general rule is that such 
a declaration may be rescinded at any time 
prior to the actual issuance of the stock. 
The leading case on this point is Terry v. 
Eagle Lock Company (1879) 47 Conn. 
141. According to the report of this case, 
the stockholders of the Eagle Lock Com- 
pany on August 5, 1875 declared a stock 
dividend of 2,000 shares which were to be 
transferred to Miller to secure his services 
as president and manager of the corpora- 
tion. Terry, who owned 150 shares in the 
company, voted for the dividend. Circum- 
stances made it impossible to carry out the 
arrangement with Miller so the stockhold- 
ers met on August 18, 1875 and rescinded 
the dividend declaration of August 5. It 
seemed that Terry was not present at this 
meeting. Although no stock was issued un- 
der the declaration Terry sued the com- 


pany for his share of the rescinded stock ~ 


dividend or its equivalent in money. In re- 
gard to the latter alternative, Justice Car- 
penter said: 


That would be in effect making it a cash 
dividend, and that the company never in- 
tended. It would withdraw from the working 
funds of the company that amount, which 
would have been the result had the stock divi- 
dend been carried into effect. It is in effect 
asking the court to make a dividend instead 
of enforcing one made by the company. 

If the petitioner is entitled to receive any- 
thing it is stock. But we think he is not en- 
titled to that. 


The court then continued: 


The vote of the company—the first step 
towards converting the surplus earnings into 
stock—although absolute in form was never- 
theless contingent in substance as understood 
at the time. When the contingency happened 
which made it undesirable to complete the 
process the company immediately retraced its 
steps, and attempted at least to restore the 
stock to its former condition. The first step 
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only in the process had been taken; the sub- 
sequent steps, equally essential—the issuing of 
the stock and the filing of the certificates 
were virtually prohibited by the rescinding 
vote. 


Justice Carpenter then proceeded to ex- 
plain in the following words why the courts 
treat rescission of stock dividends differ- 
ently from rescission of cash dividends: 


There is a difference however between a 
cash dividend and a stock dividend. The for- 
mer is created by a simple vote of the direc- 
tors, and the amount thereby becomes severed 
from the general fund and belongs to the 
stockholder pro rata. The latter can be initi- 
ated only by a vote of the directors. That is 
followed by issuing the stock, and the increase 
can only be completed legally by filing with 
the town clerk and the secretary of state the 
certificates required by law. Suppose the vote 
had been not to increase from the surplus 
earnings but by a sale of the newly created 
stock. In such case it cannot be said that the 
capital is actually increased until the new 
stock is subscribed for at least. Until then 
there is an element of uncertainty about it. 
It may never be taken. It is very clear that 
the vote to increase is not per se an increase. 
Nor is it such where the increase contemplated 
is from surplus earnings. 

Again—a cash dividend entitles the holder 
to so much money, the ordinary way in which 
he receives from time to time the fruits of his 
investment. Such dividends do not materially 
affect the value of the stock. A stock dividend 
is exceptional. It does not add to his ready 
cash, but it changes the form of his invest- 
ment by increasing his number of shares, 
thereby diminishing the value of each share, 
leaving the aggregate value of all of his stock 
substantially the same. It is of no special im- 
portance whether that value be divided into 
few or many shares. 

These differences are somewhat material, 
and serve to show that the petitioner’s right, 
if he has such right, to an increase of the 
number of his shares, was at the time a mere 
nominal right, and one which possessed no 
appreciable pecuniary value. It is at least 
doubtful whether a court of equity will in any 
case aid in enforcing such a right. 


Another reason for denying relief to Terry 
was that he delayed bringing action for a 
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considerable period of time within which 
a large amount of stock had changed hands 
on the basis of the validity of the rescis- 
sion. 

In McLaren v. Crescent Planing Mill 


(1906) 117 Mo. App. 40, Judge Nortoni 
made this statement: 


It is said, however, that the reasons which 
preclude a corporation from rescinding a cash 
dividend after its having been declared do 
not obtain in a case of a stock dividend, pre- 
sumably upon the principle that in as much 
as the fact of declaring the cash dividend not 
only creates but thereupon severs the amount 
thereof from the mass of the corporate funds, 
and property, and cannot be recalled for the 
reason the debtor cannot cancel a debt and 
rehabilitate or reestablish the fruit on the 
tree, . . . whereas the act of declaring a 
stock dividend does not, of itself, operate to 
sever the stock to be thereafter issued from 
the other corporate property, in as much as 
there is no stock to be severed and as the 
new stock cannot be issued until certain pre- 
cedent conditions and formalities are complied 
with, such as issuing stock, the filing of cer- 
tificates with the proper authorities, etc. 


In Staats v. Biograph Company (1916) 
286 Fed. 454, the defendant corporation 
declared a scrip dividend to be paid in cash 
or stock at the option of the directors. Be- 
fore the scrip was issued the European 
war broke out and the directors voted to 
rescind the declaration. Staats, a stock- 
holder, sought to collect but lost the suit in 
the lower court. The circuit court affirmed 
the right of the directors to rescind and 
denied the plaintiff the right to recover. 
Circuit Judge Rogers said: 


A difference seems to exist between a cash 
dividend and a stock dividend, so that, if a 
board of directors declare a stock dividend, 
the authorities agree to recognize the right 
of the board subsequently to rescind its ac- 


tion at any time prior to the actual issuance 
of the stock. 


The court approvingly quoted Machen on 
Modern Law of Corporations, vol. I, sec. 
601 in the following words: 


Rescission of Stock Dividend. A stock divi- 
dend should always be distinguished from a 
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cash dividend, in that, in the case of a cash 
dividend, the right of the shareholder becomes 
indefeasible immediately upon the declaration 
of the dividend, and the company cannot sub- 
sequently rescind its action. In the case of a 
stock dividend, on the other hand, until the 
formalities required by law as conditions pre- 
cedent to an increase of capital have been 
completed, all is in fieri, so that unti] then 
the company may revoke the dividend. . . . 


According to the facts of Hollingshead 
v. Woodward (1885) 35 Hun 410, a 
creditor of an insolvent corporation 
brought an action to enforce the individual 
liability of a stockholder whose defense was 
that part of the shares held by him had 
been issued by the company to him as a 
stock dividend when there were no profits 
out of which the dividend properly could 
be declared. At a later time but before the 
creation of the creditor’s debt, the board 
of directors had passed a_ resolution 
rescinding the former resolution directing 
the increase of stock and the stock divi- 
dend. The court, speaking through Pre- 
siding Justice Davis, held this to be a good 
defense, and thereby recognized the legality 
of the rescission in spite of the fact that 
the stock had been issued. 

If a dividend consists of the issuing cor- 
poration’s own stock which has been pur- 
chased with earnings, the principle gov- 
erning the rescission of cash dividends ap- 
plies. According to the report of Dock v. 
Schlicter Jute Cordage Company (1895) 
167 Pa. 870, the board of directors of the 
defendant corporation declared a dividend 
of its own shares which had been pur- 
chased with earnings and treated as 
treasury sock. The declaration was made 
in view of a proposed sale which was never 
carried out. After stating that the board 
of directors had the power revoke an ordi- 
nary stock dividend, the master in chancery 
said: 

In the case under consideration the dividend 
was of an entirely different kind; it was of 
earnings which had the form of stock of the 
company, just as it might have by investment 
taken the form of government securities or 
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of real property; and is to be dealt with ac- 
cordingly. 


The master also conceded that the company 
might rescind a dividend declaration under 
unusual circumstances of necessity such as 
destruction of plant by fire immediately 
following the declaration, and then added: 


But unless some similar thing appear the 
declaration of a dividend of earnings is the 
announcement of an obligation due each stock- 
holder for which proceedings may be had as 
legal methods indicate, and the burden of 
manifesting that the debt or obligation is not 
due after such declaration is upon the com- 


pany. 


The master’s report and conclusion that 
there was no reason for rescinding this divi- 
dend were adopted by the court. 

Machen in his Modern Law of Corpora- 
tions, vol. I, sec. 601 makes the following 
statement: 


. a dividend payable in shares which 
have been purchased by the company should 
be in this respect assimilated to a cash divi- 
dend and is irrevocable. 


According to the facts of Benas v. Title 
Guaranty Trust Company (1924) 216 Mo. 
App. 58, the defendant corporation de- 
clared a dividend payable in shares of 
American Trust Company. When the direc- 
tors later discovered that the distribution 
of this stock to the sharehelders would im- 
pair the capital stock of the corporation 
they rescinded the dividend declaration. 
Benas, who was a stockholder, brought ac- 
tion to recover his proportion of the divi- 
dend as declared on the ground that the 
original declaration was valid and conclu- 
sive. In his opinion, which was adopted by 
the court, Commissioner Sutton said: 


Independent of statutory provision, how- 
ever, it is a fundamental rule that a corpora- 
tion has no power to make dividends out of 
capital, but may lawfully declare dividends 
only out of surplus or profits over and above 
its capital. It is a corollary to this rule that 
if a dividend is declared the distribution of 
which would impair the capital of the cor- 
poration, such ultra vires declaration may be 
subsequently reconsidered and rescinded. 


In sp 
corpo 
dence 
only : 
Amer 
have 

Comn 


The 
tion w 


of the 


So 
the g 
no pr¢ 
dend 
decisis 
not b 
time, | 


Rescission of Dividends 


In spite of the fact that the books of the 
corporation showed a larger amount, evi- 
dence indicated that the true surplus was 
only about $800,000 while the dividend of 
American Trust Company shares would 
have amounted to more than $1,100,000. 
Commissioner Sutton concluded that: 


The subsequent rescission of such declara- 
tion was, therefore, not only within the power 
of the board, but was eminently proper. 


So far as I have been able to determine, 
the general corporation statutes contain 
no provisions covering the rescission of divi- 
dend declarations. The paucity of court 
decisions on the subject shows that it has 
not been well adjudicated. At the present 
time, the highest courts of more than forty 
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states have not passed upon the point. 

In concluding, it may be said that the 
majority rule is that the public declaration 
of a cash dividend from existing surplus 
or profits creates a debt on the part of the 
corporation to its stockholders which ob- 
ligation may not be rescinded without the 
consent of the stockholders even though 
no fund has been set aside for the distri- 
bution and financial reverses subsequent to 
the declaration necessitate payment from 
capital. A stock dividend may be rescinded 
at any time prior to the actual issuance 
of the new shares under the theory that 
there is no absolute obligation on the part 
of the corporation to its stockholders until 
the legal requirements for issuing the 
stock are complied with. 
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BUSINESS PARTNERSHIPS IN FRANCE 
BEFORE 1807 


STANLEY E. Howarp 


n 1669 THE merchants of Paris, feel- 
| the need of an improved body 

of commercial law, applied to tae 
king, Louis XIV, for constructive action. 
There resulted the appointment by Colbert 
of a Council of Reform, and eventually the 
promulgation of the royal Ordinance of 
March 1678 entitled Pour le Commerce. 


The commercial law which the Ordinance 
of 1673 established in France was from this 
time on founded on bases so solid and usages 
so broad and so rational that not only did 
the Ordinance suffice up to the end of the old 
regime for the affairs which it controlled, 
but also the Code de Commerce, which was 
promulgated in 1807 and which, with the ex- 
ceptions of certain parts such as the chapter 
on failures and bankruptcies, is still in force, 
made very numerous borrowings from it and 
even often textually reproduced its articles.’ 


It is the purpose of the writer to sum- 
marize those provisions of the Ordinance 
of 1673 which related to commercial so- 
ciétés, to examine somewhat the history of 
certain forms of sociétés, and to indicate 
what were, after the promulgation of the 
Napoleonic codes, the provisions of French 
law for the conducting of enterprise on a 
partnership basis. 

The Ordinance of 1673 dealt with the 
topic Des Sociétez in Title IV, which con- 
tained fourteen articles.? The provisions of 


1 Levasseur, E., Histoire du Commerce de la 
France. Pt. 1, p. 300. This passage and others from 
French books and documents are in this paper pre- 
sented in English translation made by the present 
writer. 

?The writer has used and translated from the 
official edition of the Ordinance which was pub- 
lished in Paris in 1709, and has adhered, in refer- 
ences to it, to the forms of spelling employed in 
that edition. The title page of this document reads: 
Ordonnance de Louis XIV. Roy de France et de 
Nawarre. Pour le Commerce. Donnée a 8. Germain 
en Laye au mois de Mars 1673. Nouvelle Edition. 
Augmentée des Edits, Déclarations, Arrests & 
Réglemens concernans la méme matiére. A Paris, 
Chez les Associez choisis par ordre de Sa Majesté 

our Vimpression de ses nouvelles Ordonnances. 
i. DCC, IX. 


these articles fall into five general divisions. 

First, in Article I it was provided that 
all sociétés, whether general or en com- 
mandite must be created by a written in- 
strument prepared either before notaries or 
“under private signature.” Against the 
contents of such an instrument testimony 
of witnesses concerning oral agreements 
before, during, or after the making of the 
instrument were to be ineffective even 
though the sum in dispute should be less 
than one hundred livres. 

Second, in Articles II-VI inclusive, there 
were set forth requirements concerning the 
public registration and advertisement of 
instruments of sociétés between merchants 
and tradesmen, both wholesalers and retail- 
ers. In these cases an “extract” (ertrait) 
or summary statement must be registered 
at the office of a local official, according 
to circumstances: at the “consular juris- 
diction,” or at the city hall, or in the of- 
fice of a local judge, or in that of a sei- 
gneur. This extract, on penalty of nullifica- 
tion of the acts and contracts performed, 
must be exposed on a bulletin board in a 
public place. To secure registration this 
extract must contain the names, surnames, 
ranks and residences of the members of the 
société, and the period of life contemplated 
for its operations. If the members in pre- 
paring their articles of agreement should 
insert a provision regarding the signature 
of business papers, this fact must be noted 
in the extract. Extension of the period of 
operations, changes of membership, new ar- 
rangements for the signature of business 
papers, must all of them be registered and 
given publicity similar to that given to the 
original formation of the société. The reg- 
istration and publication of extracts must 
take place in the appropriate local record- 
ing offices of the places of residence of the 
members and of the place of location of the 
business plant. The recording clerks were 
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subject to maximum limits as to the fees 
to be paid for their services. The require- 
ments regarding registration and publica- 
tion of documents were binding upon the 
members, their widows and heirs, their 
creditors and legal claimants. 

Third, in Articles VII and VIII, state- 
ments were made distinguishing between 
general members (associez) and others 
called members (associez) en commandite. 


VII. All general members shall be jointly 
and severally liable (obligez solidairement) 
for the debts of the société, even though not 
more than one member has signed, provided 
he has signed for the company and not other- 
wise. 


VIII. Members en commandite shall not be 
liable except up to the amount of their invest- 
ment. 


Fourth, Articles [X-XIII inclusive, the 
remaining articles of Title IV, provided for 
a system of compulsory arbitration of in- 
tra-mural disputes between or among mem- 
bers. According to the Ordinance there 
must be inserted in every deed or instru- 
ment of société a clause binding members 
to submit such disputes to arbitrators. In 
the absence of such a clause one member 
could nominate an arbitrator, and in the 
event of the failure of the other member or 
members to take similar action the court 
would act in his or their stead. If arbi- 
trators thus appointed should die or be 
long absent, substitutes should be ap- 
pointed; and the court would act to this 
end, if the members did not themselves take 
the initiative in the matter. Arbitrators 
unable to agree could without the consent 
of the disputants appoint an umpire. Fail- 
ing this, the court might make such an ap- 
pointment. Arbitrators were instructed by 
the Ordinance to arrive at decisions on the 
basis of documents and memoranda sub- 
mitted by the disputants, without court 
formality, and without the necessity of the 
physical presence of the interested parties. 
Arbitration decisions thus arrived at in- 
volving members of a société engaged in 
trade, commerce and banking must be con- 
firmed in a court. 


Fifth, the foregoing provisions were de- 
clared to be binding upon the widows, heirs 
and legal claimants of members of sociétés. 

Thus, the Ordinance recognized and pro- 
vided for two types of commercial sociétés: 
the société générale and the société en 
commandite. Neither was defined, and it is 
from the context and from other sources 
that one gathers that the société générale 
was a form of organization for collective 
trading corresponding very closely to the 
ordinary or unlimited partnership; and 
that the société en commandite was a form 
corresponding very closely to the special or 
limited partnership. No société referred to 
in the Ordinance of 1673 was a corporation 
as we in America understand this term. The 
Ordinance of 1673 may therefore be 
thought of as providing in Title IV a codi- 
fied partnership law for the French busi- 
ness community. 


II 


The form of partnership referred to in 
the Ordinance of 1678 as the société gén- 
érale was also known as the société libre 
and as the société en nom collectif. It was 
under this last title that it was discussed 
by Jacques Savary, who had been a mem- 
ber, apparently the most active member, of 
the Council of Reform, in his well known 
and voluminous work Le Parfait Négo- 
ciant.* 


* Jacques Savary (1622-1690), son of a cadet 
branch of a noble family of Anjou, went as a young 
man to Paris where he lived first with a procureur 
au Parlement, then with a notary. Subsequently 
he was apprenticed to a merchant and in time be- 
came an independent entrepreneur and a member 
of the Mercer’s Company (Corps des Merciers). 
After a short but successful business career he re- 
tired in 1658. During most of the remainder of his 
life he held a ition as a general agent for the 
family of the Duke of Mantou. He was an inter- 
ested and apparently a careful and critical ob- 
server of business practices and a student of com- 
mercial law. He was appointed to the Council of 
Reform and is credited with so much of the au- 
pesiens wg of the Ordinance of 1673 that the com- 
mercial code therein contained was commonly 
known as the “Code Savary.” 

Savary’s Le Parfait Négociant (first edition, 
1675) contained the author’s comments on the Or- 
dinance as well as general advice to business men 
and to young men contemplating entrance into busi- 
ness. This work went through several editions; the 
seventh, in 1713, being brought out by his son le 
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It was, and is today, the French form of 
entrepeneur organization corresponding 
most closely to the ordinary or unlimited 
partnership known to English and Ameri- 
can practice. It was of ancient origin and 
of long-standing familiarity. In one or two 
particular matters only does it have special 
interest for us in this paper. 

This société générale, or libre, or en nom 
collectif, was similar to our ordinary, un- 
limited partnership in that the members of 
the société were subject to the principles of 
mutual agency and of joint and unlimited 
liability. Individuals at an early period in 
European business history grouped them- 
selves together for collective trading in the 
fields of banking, tax farming, ordinary 
trade or trade overseas. The Roman law 
had established the principle that any part- 
ner acting as such within the limits of the 
legitimate objectives of the enterprise 
might bind the société; and, as a corrol- 
lary to this, that all members or partners 
were individually and unlimitedly liable for 
such obligations. Thus the law sought to 
protect the interests of the general public 


Sieur Jacques Savary des Bruslons (who died in 
1716); the eighth, in 1721, brought out by another 
son M. Philémont-Louis Savary, Chanoine de 
P£glise Royale de S. Maur des Fossés. There were 
editions in German, Dutch, English and Italian, 
as well as in French. In the preparation of the 

resent paper the writer has made use of the 

rench edition of 1777. The title page reads: Le 
Parfait Négociant, ow Instruction Générale pour 
ce qui regarde le commerce des Marchandises de 
France, & des Pays Etrangers. Par le Sieur Jacques 
Savary, Enrichi d’augmentations par le Sieur 
Jacques Savary des Bruslons; et aprés lui, par M. 
Philémont-Louis Savary, Chanoine de IlEglise 
Royale de 8S. Maur, son Fils. Paris. Chez les Fréres 
Estienne, Librairies, rue Saint Jacques, a la Vertu. 
M. DCC. LXXVII. Avec privilége du Roi. 

A companion volume (sometimes designated as 
Vol. II) under the title Paréres: ou Avis et Con- 
seils sur les plus importantes matiéres du Com- 
merce appeared in its first edition in 1688. The 
paréres were opinions on questions of business law. 
Savary appears in his retirement from active busi- 
ness to have come to occupy a position of great re- 
pute as a legal consultant. The editor of the 1770 
edition said of him that “his decisions were in a 
way put in a parallel position with the laws; the 
first magistrates appealed to him often for the 
judgment of cases in matters of business; and 
without having any other degrees or any other 
titles than his aptitude and his reputation he be- 
came a consulting lawyer and as it were an oracle 
of commerce.” P. xxii. 


with which a société, or its members, had 
business relations. Sometimes the principle 
of mutual agency was modified ; it was pos- 
sible for members to agree among them- 
selves as to a division or limitation of func- 
tions. It then devolved upon the courts to 
interpret the effect of such restrictive 
agreements upon the claims of creditors 
who had dealt with partners who had over- 
stepped the restrictions. Usually the deci- 
sion hinged upon whether the public had 
adequate notice of the pertinent facts.‘ In 
the absence of compulsory publicity of 
partnership agreements the public might be 
presumed to have little, if any, knowledge 
of special restrictions upon the activities 
of partnership members. In fact the pub- 
lic might not even know of the existence of 
a particular partnership. As we have seen, 
the Ordinance of 1678 required that every 
partnership between merchants and trades- 
men should be registered, and that any 
clause inserted in the articles of partner- 
ship to restrict the signature of business 
papers to one or more of the partners 


‘There is an interesting early case illustrating 
this point. “By deed of September 26, 1604, Martin 
formed a partnership with Captan, and turned over 
to him to trade with a fund or “cabal” of 31,000 
liores. A clause expressly provided that Captan 
might not borrow in excess of 600 livres: he how- 
ever contracted larger loans. At his death his 
creditors proceeded against Martin as responsible 
for the debts contracted by his partner. A decree 
of the Parlement de Dawphiné of March 24, 1685 
. . . “without having regard to the prohibitive 
clause, ordered Martin to py to the creditors the 
debts entered in the books.” Troplong, Du Contrat 
de Société. Bruxelles, 1843. P. 292. Troplong points 
to this ducision with approval. Citing authority he 
adds: “As for the prohibitive clause, this is . . 
simply a measure to keep Captan in check; but 
it cannot [be used to] injure creditors to whom it 
is unknown. This is why the law wishes that, in 
order to give force to these agreements in matters 
relating to creditors, they should be declared, or 
registered, or introduced in the recording offices, 
or written in a bulletin which is posted in the place 
where the business is conducted.” 

Raymond-Théodore (1795-1369), an 
eminent French jurist, rose to be conseiller at the 
Cour de Cassation (1835), President of the Paris 
Cour @ Appel acne and President of the Senate 
(1852). The volume referred to above was one of 


a series of twenty-seven volumes under the general 
title: Le Droit Civil, expliqué suivant Vordre dw 
Code. This work had great success and brought 
Troplong an excellent reputation as a legal his- 
torian and philosopher. 
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should be publicly noticed. Although there 
is testimony to the effect that the publicity 
requirements of the Ordinance were inef- 
fective,® nevertheless their existence, if 
only on paper, is significant as marking 
a step in the evolution of this partnership 
form and in public policy with respect to 
its use. The promulgation of the Commer- 
cial Code of 1807 is probably to be re- 
garded as the point in history at which ef- 
fect was really given to the requirements 
of official publicity. 

That which particularly distinguishes 
the French société en nom collectif from 
the ordinary English or American general 
partnership is the fact that in legal theory 
the former is a type of enterprise organi- 
zation conducted literally “under a collec- 
tive name.” It is not so with our ordinary 
or unlimited partnership, or for that mat- 
ter our limited partnership. There are legal 
theorists who hold to the view that the 
partnership, like the corporation, is a legal 
entity; but they are in the minority. The 
prevailing view is that the partnership is 
a group of persons, not a separate entity. 
Contrast with this the French view. 


This [société en nom collectif] announces 
itself to the public by a raison sociale. The 
raison sociale is the symbol of the société; it 
is the name of that corps moral which dis- 
tinguishes it from the members taken sep- 
arately. . . . When the société undertakes an 
engagement, it is with this name that it signs 
it; when it must appear in court, it is under 
this name that it makes its appearance there. 
. . . Usage has . . . imagined a signature 
sociale, which, under a nom collectif, embraces 
all the members, and which when given by 


*“Tt is known that in spite of the wise rules of 
the Ordinance of 1673 sociétés commerciales were 
not published.” Troplong, op. cit., p. 292. See also 
Lacour, Léon and Bouteron, Jacques, Précis du 
Droit Commercial (2nd Ed.) Vol. 1, p. 156. Pothier, 
R. J., writing in 1765 observed that “as precise as 
are the provisions of the Ordinance, the author of 
the notes on Bornier informs us that these formali- 
ties of registration at the bureau and of posting on 
a bulletin board have fallen into desuetude, and 
are no longer observed.” Traité du Contrat de So- 
ciété, in Vol. m of his @uvres, contenant les traités 
du droit frangais (1881 Ed.), p. 422. For Pothier’s 
discussion of the principles of mutual agency and 
unlimited liability as applied in the société en nom 
collectif, see pp. 422-426. 


only one of them has the same weight as 
though they had all signed separately.® 


This entity concept of the société en 
nom collectif was not emphasized or even 
clearly expressed in the wording of the 
Ordinance of 1678. We have seen that the 
form itself was described by a different 
title from that just employed. Yet there 
were (in Articles III and IV) references 
to signature on behalf of the partnership; 
and (in Article VII) the unlimited liability 
of members (associez) was qualified by the 
restriction “in case he [i.e., the member 
signing business papers] has signed for the 
company (pour la compagnie) and not 
otherwise.” 

The commercial Code of 1807 was more 
specific in the enunciation of the theory of 


the raison sociale. 


Art. 20 [of Title III, Des Sociétés]. The 
société en nom collectif is that which two or 
more persons form, and which has for its ob- 
ject to conduct trade under a raison sociale. 

Art. 21. The names of the members (as- 
sociés) can alone be a part of the raison so- 
ciale. 

Art. 22. The members [of a société] under 
a collective name who are indicated in the 
instrument of [i.e., creating the] société are 
jointly and severally liable (solidaires) for 
the engagements of the société, even though 
only one of the members has signed, provided 
this be under the raison sociale. 


But to provide by statute or ordinance 
that a certain form of entrepreneur organi- 
zation shall be recognized as having a so- 
cial or business name under which it shall 
operate, and by the use of which it shall 
be brought into court, may be thought to 
be at least one step removed, that is short 
of, the attainment of status as a legal en- 
tity such as we under our common law are 
accustomed to ascribe to the corporation. 
We are more or less accustomed to look 
upon the doctrine of the legal entity as 
the basis of the limited liability which by 
common law is an attribute of corpora- 
tions. Not so in French law. Troplong, 
as we have already seen, referred definitely 


*Troplong, op. cit., p. 145. 
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and unequivocally to the société en nom 
collectif as having a corps moral separate 
from the persons of the individual mem- 
bers or partners. In another place he said 
that the société is characterized by the 
creation of a personne morale distinct from 
the members.’ Yet in his view the société 
en nom collectif, as a société commerciale, 
applied the principle of solidarité (joint 
and unlimited liability of the individual 
members) in such a way that the personne 
morale, although distinct from the mem- 
bers, incarnated itself in some way, with 
respect to the public, in each member.*® 
Troplong said also :* 


The raison sociale is of the essence of the 
société en nom collectif; without the raison 
sociale the société would cease to be a société 
collectif ; it would fall into the class of sociétés 
en participation.*° 


Ordinarily, or at least whenever the num- 
ber of members of a société en nom collectif 
was small, the firm or name, or raison so- 
ciale, of the partnership consisted of the 
names of the members. If the number of 
members was large there was sometimes 
substituted, at least in the early history of 
the device, for the names of some of the 
members, the expression “et compagnie.” 
There is testimony to the effect that this 
practice was followed as early as the 18th 
century. On the other hand, there is some 
controversy among the students of the law 


Ibid., p. 364. 

Tbid., p. 365. 

* Ibid., p. 150. 

* The société en participation, a loose form of 
association, was a “cross” between a joint venture 
and a syndicate. Before 1807 it was known by 
several descriptive titles other than that here em- 
ployed by Troplong: e.g., société anonyme, associa- 
tion en participation, société inconnue, and société 
momentanée. There appears to have been among the 
legal philosophers some difference of opinion as to 
whether such arrangements constituted a société 
at all. Troplong thought not, as the passage quoted 
would indicate. For a dissenting view, see Batar- 
don, Léon, Traité Pratique des Sociétés Commer- 
ciales (Ed, 1924), p. 3 note. The Napoleonic Com- 
mercial Code of 1807 appropriated the term “so- 
ciété anonyme” to describe a business corporation. 
It described the old joint venture or syndicate, 
which involved neither the use of a collective busi- 
ness name nor the joint responsibility of the as- 
sociated participants, as an “association en par- 
ticipation.” 


The Accounting Review 


as to whether “et Compagnie” was first used 
to refer to otherwise unannounced mem- 
bers of a société en nom collectif, or to re- 
fer to the limited partners or members of a 
société en commandite."* Whatever may be 
the truth regarding this controversial 
point, it is worth noting that the acquire- 
ment of a raison sociale was not by the use 
of any particular form of title, or by com- 
pliance with any prescribed legal pro- 
cedure. The expression “et Compagnie” was 
not regarded as essential to the possession 
of a raison sociale; nor need the announce- 
ment of a firm or name be formal or official. 


Every announcement which makes manifest 
to the public the existence of a collection of 
associated persons is equivalent to a raison 
sociale. Every société which brings itself into 
broad daylight by acts (faits), by instruments 
(actes), by statements in the nature of mak- 
ing the public clear about its formation, has 
in reality a raison sociale. In a word, in a 
most extended sense, the raison sociale is the 
manifestation of the société. It matters little 
by what means this manifestation is accom- 
plished. It suffices that it has enough sub- 
stance to create public notoriety.’” 


The institution of the société en com- 
mandite, clearly recognized and in a meas- 
ure provided for by the Ordinance of 1673, 
was not, of course, created by it. For it 
was already an old, even if, on the legal 
side, a hitherto imperfectly developed, form 
of collective business operation. 

There is testimony to the effect that some 
form of commandite partnership was in 
use in the twentieth century before Christ; 
that it ultimately took its place in the de- 
velopment of European commercial law as 
a contribution from Mohammedan law.” 
Be that matter as it may, the fundamental 
characteristics of the société en comman- 


" Troplong, op. cit., p. 145 ff. 

* Tbid., p. 149. 

*% Bewes, Wyndham Anstis, The Romance of the 
Law Merchant ; being an introduction to the study 
of international and commercial law, with some ac- 
count of the commerce and fairs of the middle ages. 
Pp. 77-78. See also Lutz, Henry Fr., Babylonian 
Partnership. Journal of Economic and Business 
History, Vol. 1v, no. 3 (May, 1982). Pp. 552-570. 
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dite were early found in Europe in the sim- 
ple arrangement of the cheptel, or com- 
mande de bestiaur, wherein the owner of 
cattle entrusted his beasts “on shares” to 
another. The “borrower” of the cattle as- 
sumed the functions of management; the 
“lender” assumed no obligation for debts 
contracted in the rearing of the herd be- 
yond the amount of his contribution to the 
venture."* As trade and commerce de- 
veloped it came to be the practice for sums 
of money or quantities of merchandise to 
be entrusted to a mariner or to a merchant 
traveling either by land or by sea to attend 
a fair or participate in a “foreign” mar- 
ket. “The merchant or the mariner had a 
share in the gain, and the lender of the 
money or of the merchandise could never 
be held liable beyond [the amount of] his 
investment.””* Incidentally, as operations 
of trade extended beyond the area of pure- 
ly local markets, it became inevitable that 
the home-staying commanditaire should 
participate less and less in management. 
The active commandité or gérant managed 
on behalf of both. In time it evolved that 
the commanditaire became in fact a pure- 
ly passive investor; in time also the com- 
manditaire came to be debarred by law 
from the exercise of any other function. 
Pothier informally defined*® such a société 
as follows: 


* Troplong, op. cit., p. 151. 

"Ibid. p- 152. See also Ashley, W. J., Introduc- 
tion to English Economic History and Theory, Vol. 
1, pt. 2. pp. 411-421. 

* Pothier, op. cit., p. 416. Savary the elder sug- 
gested an interesting and superficially plausible ex- 
planation of the term “société en commandite.” 
“The société en commandite is so named,” he said, 
“because he who gives his money to another who 
very often does not contribute anything to the 
partnership ery his name, under which trade is 
carried on, and his industry in the conduct of it, 
is always the master; for it is he who supports the 
trade which the other carries on by means of his 
money and of his credit, without which he [i.e., the 

érant] would not be able to subsist.” Le Parfait 
égociant, p. 356. Troplong rejected this — 
tion, saying that “the good Savary” was r 
versed in business practices than in the science of 
etymologies. “Commandare,” he said, citing author- 
ity, meant in mediaeval Latin “to deposit, lend, 
or entrust” something. The same writer referred 
with amusement to the etymological explanation 
that “commandite” comes from “comment dit” in 


A société en commandite is a société which 
a merchant contracts with a particulier [an 
individual not of the business classes], for 
a business which shall be conducted only in 
the name of the merchant, and to which the 
other contracting party contributes only a 
certain sum of money which he brings to serve 
to make up the funds of the société, under 
the agreement that he shall have a certain 
share in the profit, if there is any; and that 
he shall bear, in the opposite case, the same 
share of the losses, for which he shall never- 
theless not be able to be held except up to 
the amount of the fund which he has invested 
in the société. 


The commandite device for doing busi- 
ness on the basis of a joint stock of goods 
came to play a most important part in the 
economic life of western Europe long be- 


‘ fore the promulgation of the Ordinance of 


1678. Troplong’s summary account and 
appraisal is impressive and can be advan- 
tageously quoted.” 


The commande was in the middle ages one 
of the most frequent arrangements for com- 
merce by land and by sea; it nourished the 
navigation of the Mediterranean; it caused 
the sailors of lower Languedoc, of Provence, 
of busy Italy to undertake profitable voyages ;. 
it urged merchants toward the Orient and 
into the Archipelago following the crusaders.. 
The Lombards, those adroit Italians who. 
sucked in the substance of agricultural and 
warlike peoples . . . joined themselves to- 
gether by sociétés de commandes, to conduct 
an exchange business at the fairs of Cham- 
pagne and to carry away enormous profits, 
with which they constructed superb palaces 
at Florence and at Pisa. Arrangements of 
commande were made for merchandise, for 
ships, for money; they were made for trade 
by sea, for trade by land, even for the needs. 


the sense of the Latin phrase “ut dictwm est”; thus: 
making the société en commandite a “société on the- 
terms and conditions stated (dites), specified and 

rovided by the contract.” This, he said, reminded’ 
him of the definition of a cordonnier as an “homme 
qui donne des cors aux pieds!” Du Contrat de So-- 
ciété, p. 151 note. 

* Troplong, op. cit., p. 158. For a readily avail-- 
able summary statement in English, possibly taken 
in part from this and other passages in Troplong’s: 
commentaries, see the report of case of Ames 
v. Downing, 1 Bradford (N.Y.) 321 ff., in par- 
ticular pp. 329-331. This case was decided in 1850. 
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of agriculture. . . . The commande came also 
to the assistance of the capitalist nobles and 
bourgeois who, restrained by the canonical 
laws, were not able to lend their money at 
interest, and who, on the other hand, did not 
wish ostensibly to carry on trade. This ingeni- 
ous idea, of not having the lender of funds 
enter into the losses except up to the amount 
of his investment, favored the turning of cap- 
itals toward this form of investment: one found 
it convenient to make his money yield a profit 
without involving his personal responsibility. 
Capitals, smitten by unproductiveness by the 
prohibitions of the Church, then found in the 
commande a legitimate and lucrative outlet: 
this was for the nobles, whose social standing 
trade would have hurt, a means of taking part 
in it without losing dignity; their capitals, 
entrusted to a tradesman, profited by his in- 
dustry, without they themselves being known 
to the public. 


On the legal side, recognition of the in- 
stitution came first, of course, in local laws 
or statutes and ordinances. There is men- 
tion of the société de commande or en com- 
mandite in the laws of Pisa, Genoa and 
Florence in the 12th century; in those of 
Marseilles and Montpellier in the 13th cen- 
tury. The Ordinance of Louis X in 1315 
dealt in part with Florentine commandite 
companies operating in France. Such laws 
and measures, besides being of local appli- 
cation, constituted attempts to deal in an 
incomplete manner with particular prob- 
lems. For example, enforced publicity re- 
garding the existence of commandite ar- 
rangements appears to have been attempted 
first as a means of protection of French 
merchants against abuses of foreign “finan- 
cial houses.” Subsequently it was applied, 
or attempted to be applied, to all comman- 
dite arrangements “between merchants and 
tradesmen” ;** ultimately (by the Commer- 
cial Code of 1807) to all sociétés en com- 
mandite irrespective of the social status of 
their members. Before the courts an out- 
standing question was that which concerned 
the limited liability of commanditaires. 
“The great question of jurisprudence which 
was debated in the 15th and 16th centuries 


* Troplong, op. cit., pp. 23-24. 


was to determine the true position of these 
commanditaires or participants with re- 
spect to the public who had treated with the 
gérant. The books of the Italian doctors 
are full of it.””* By 1673 the limited liabil- 
ity of commanditaire members was clearly 
established. “Members en commandite (said 
Article VII of the Ordinance) shall not be 
liable except up to the amount of their in- 
vestment.” 

We have seen that the Ordinance of 1673 
referred to the société en nom collectif, but 
did not define or describe it. Similarly it re- 
ferred to but did not define or describe the 
société en commandite. It is, however, sig- 
nificant that the Ordinance clearly classi- 
fied the commande arrangement for joint 
stock trading as, in point of law, a société. 
In the view of the Italian jurisconsults the 
commandite arrangement had been re- 
garded, at least up to the time of the Or- 
dinance of 1673, as a branch of the société 
anonyme or association en participation, 
the informal, syndicate-like form of busi- 
ness cooperation already referred to. It was 
not looked upon as a true société. 


As to its legal character, that which domi- 
nates in this period [to the 17th century] 
is that [the commandite] does not have a 
raison sociale and that it has no need of any; 
for, by its nature, it leaves unknown to the 
public the name of the commanditaire; it 
does not act except under the sole name, un- 
der the proper and private name, of the com- 
mandité merchant, called the complimentaire. 

The commandite . . . is a secret affair be- 
tween the commanditaire and the complimen- 
taire, [who] alone [is] known to the public, 
[who] alone [is] in contact with it.?° 


In Troplong’s view the Ordinance of 
1673 marked a turning point in the legal 
evolution of the commandite partnership. 


In the title of this Ordinance which treats 
of sociétés, the commandite finds a place be- 
side the société collective; it detaches itself 
from the société anonyme or [ société] en par- 
ticipation, of which the Ordinance does not 
speak. It assumes the character and the réle 


Tbid., p. 28. 
* Troplong, op. cit., pp. 153, 154. 
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of a true société, of a société constituted as 
such, the equal of the société collective, al- 
though with different conditions. One may 
then thereafter leave to the Italian school the 
idea of separating the commandite from the 
formal société. The commandite, since the 
Ordinance of 1673, has assumed more con- 
sistency; it ranks among the associations 
which have the right to clothe themselves with 
the name of sociétés properly so called.” 


On the other hand, the acquisition of 
definite legal status as a société, if (as in 
Troplong’s view) it did occur in 1678, did 
not carry with it the acquisition of a nom 
social or raison sociale. Savary, writing 
two years after the promulgation of the 
Ordinance, and as a principal author there- 
of commenting upon and explaining it, 
made it perfectly clear that each member 
of a société en commandite performed such 
business functions as were assigned to him 
by the partnership instrument in his own 
name and wpon his own responsibility. This 
was true whether the société in question 
were of the classical type, having one com- 
manditaire and one commandité or gérant, 
in which case the latter transacted all busi- 
ness with the public; or of a somewhat un- 
usual type, of which Savary gave a very 
full example, in which several individuals, 
all active entrepreneurs, entered into an 
agreement by which one of them, although 
active, had the privilege of limited liability. 
Every active partner or associé acted in 
his own name. There was as yet no raison 
sociale for the société en commandite. 


It appears that at the period at which 
Savary wrote the société en commandite had 
never raised the social standard, that is to 
say, it had not yet been produced before the 
eyes of the public under a raison sociale. But 
soon this state of affairs changed, and the 
commandite, developing in other dimensions, 
adopted in France and in Holland a raison so- 
ciale. It even very often divided its social 
capital into shares. The famous royal bank 
created by Law was a société en commandite 
with shares under the raison “Law et com- 
pagnie.””? 


Ibid., p. 154. 
[bid., p. 187. 


If there was any doubt regarding the 
legal status of the société en commandite in 
1673, it was dispelled by the Commercial 
Code of 1807. There (in Article 19 of Title 
III) it was specifically listed as one of the 
three recognized forms of the société com- 
merciale, It was said (in Article 23) to be 
constituted under a nom social; which was 
also referred to (in Article 25) as the rai- 
son sociale. Article 48 listed among the 
items to be set forth in the registered and 
published extract of both sociétés en nom 
collectif and sociétés en commandite the 
“raison de commerce” of the société. But 
this nom social, raison sociale, or raison de 
commerce, might not after 1807 legally 
contain the name of any commanditaire. 
The privacy of commanditaires so much 


sought by them before 1807 for social rea- 


sons, came to be in some measure compelled 
by law after 1807. The names of active and 
unlimited partners must thereafter be used 
to constitute the firm or name, and thus to 
indicate to the public the persons unlimited- 
ly responsible for the obligations of the 
société. The société en commandite was, and 
still is, regarded as an association of per- 
sons, and not primarily as an association of 
capitals. Personal responsibility of active 
partners was sought to be enforced by the 
appearance of their names in the raison so- 
ciale, as well as by the requirements regard- 
ing registration and publication of part- 
nership extracts. 
IV 

In Le Parfait Négociant Jacques Savary 
the elder supplemented his comments and 
explanations by the presentation of exem- 
plary forms or models (formules). There 
are three such formules of commandite 
partnerships in which we find exemplified 
the principles involved in the formation and 
conduct of such enterprises, as well as a 
setting forth of some of the conditions of 
industry and commerce of the latter part of 
the 17th century. It is quite improbable 
that Savary, thoroughly familiar as he was 
with the business life of his times, should 
have introduced into his formules condi- 
tions not commonly found in practice. 

Curiously enough Savary’s first for- 
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mule™ of articles of a société en comman- 
dite does not illustrate the conditions of 
such a partnership in its classical form (as 
defined by Pothier in the passage trans- 
lated above), that in which a passive, 
limited partner (associé en commandite) 
places his funds in the hands of an active, 
unlimited partner (associé, complimentaire, 
commandité or gérant) while he himself re- 
mains hidden in the background. Rather, 
this first formule illustrates the case of 
several active partners, of whom one made 
no recognized or appraised investment of 
capital and by contract in the articles had 
his liability limited to the amount of his 
share in the profits in the undertaking. 
Each of the contracting parties performed 
his functions in the partnership in accord- 
ance with principles and restrictions laid 
down in the agreement; and he performed 
them in his own name and upon his own re- 
sponsibility. This société had no raison so- 
ciale. It seems to represent a form of or- 
ganization somewhere midway between the 
société en nom collectif and the classical 
form of the société en commandite.* 


* Le Parfait Négociant, pp. 391-395. See also for 
a summary of this case and critical comments there- 
on, Troplong, op. cit., pp. 155-156. 

*Savary in his pk No. 52 cites a case il- 
lustrative of another intermediate form. In this, 
three individuals, each one an active associé in a 
société called commandite, sought to limit their lia- 
bility to the amounts of their respective invest- 
ments. The enterprise was to establish a colony in 
the island of Saint-Christophe, where one of the 
three, Renoult, as a complimentaire of the société, 
was to live and manage the colony. Thouret at 
Rouen, also as a complimentaire of the société, was 
to receive the products (sugar) of the colony. Noel 
was to make trips (ewpéditions) or the colony. 
Each one acted in his own name. Each had limited 
liability. Apparently there was no true commandi- 
taire/ Reference has already been made to the en- 
terprise “Law et compagnie” as being nominally 
a société en commandite. Troplong says that there 
were during this period other forms of the société 
en commandite “governed by directors, publicly 
posting the names of their members, subjecting 
them to liability to the extent of the social capital, 
and, for the remainder, obligating them pro rata 
(“aw sol la livre”’).” In the view of some legal au- 
thorities such organizations could not be properly 
classified as sociétés en commandite, It was Trop- 
long’s view that in this period every société which 
was not a société collective was a société en com- 
mandite. Op. cit., p. 157. 

The problem, after all, seems to be one of defini- 
tion and classification. Business men in France, as 


In this first formule of commandite part- 
nership presented by Savary we find the 
partners represented to be: (a) one Four- 
nier, a Paris merchant; (b) two brothers, 
Jean and Paul Langlois, “merchants and 
bankers” at Lyon; and (c) Frangois de la 
Mare, also of Lyon, a manufacturer of 
cloth “of gold, silver and silk.” The busi- 
ness was to commence, on a partnership 
basis, Oct. 1, 1673; to terminate Oct. 1, 
1679. Fournier was to invest 60,000 livres 
and the Langlois brothers jointly 60,000 
livres. De la Mare was to invest services 
only, and his liability was limited by agree- 
ment to the amount of his share of the 
profits. The instrument defined explicitly 
the rights and duties of the parties to the 
agreement. De la Mare was to serve faith- 
fully, giving all his time and attention to 
the business, running the “works” at Lyon. 
He could undertake production of cloths 
of different kinds only with the consent of, 
or on order from, the Langlois brothers. He 
must keep good and faithful books of ac- 
count (some of them specifically named in 
the articles) in conformity with local cus- 
toms and the requirements of the Ordinance 
of 1673." He was to be responsible for the 
assembling and maintenance of certain nec- 
essary craftsmen (weavers, dyers, etc.) and 
clerks. Other costs of production, itemized, 
were to be proper charges against the 
operations of the enterprise. 

The Langlois brothers, in turn, were to 
act as “purchasing agents” and financiers. 


elsewhere, sought the advantages of trading on a 
joint stock and the privilege of limitation or re- 
striction of liability. Lacking codified ordinances or 
statutes which provided adequate classifications of 
forms and rules of procedure, they adopted forms 
and variations of their own. To the extent that 
joint stock enterprise could be undertaken on the 
basis of private contracts, without the necessity of 
official or governmental approval, there was a con- 
dition present which encouraged rather than dis- 
couraged variations in the terms of association. The 
Commercial Code of 1807 introduced more satis- 
factory definitions and classifications and thus se- 
cured more effective standardization than had 
hitherto been possible. 

*« For a statement and discussion of these re- 
quirements, see Howard, Stanley E., Public Rules 
for Prwate Accounting in France, 1678 and 1807. 
Accounting Review, Vol. vi, no. 2 (June, 1982). 
Pp. 91-102. 
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They were to import materials from Italy, 
in their own name, without commisison, and 
at the risk of the enterprise. They might, in- 
deed, make some purchases in Lyon, but 
only in the presence and with the approval 
of de la Mare. They would provide addi- 
tional capital up to a designated maximum 
as it was needed, but on a loan basis at 8 
per cent interest rather than as proprie- 
tary investment. 

Fournier’s function was that of a sales- 
man. He had the sole right to make sales in 
Paris, and in turn he was obligated not to 
sell in Paris other competing Lyon prod- 
ucts. Although the partnership product 
was to be trade marked “Manufacture de 
Frangois de la Mare,” Fournier was to 
trade in his own name. He was to keep good 
and faithful books according to the rules 
of the Ordinance. Quarterly he must send 
to de la Mare a summary of all sales, both 
for cash and on credit. He might take no 
commissions, warehouse charges, or reim- 
bursement for wages paid. De la Mare 
might make sales elsewhere than in Paris, 
but only with the consent of the Langlois 
brothers. If merchants in Paris ordered 
goods direct, he must forward them to 
Fournier for delivery, and Fournier must 
account for them as for other sales. 

Provisions were inserted in the articles 
for the control of such matters as part- 
ners’ drawings, the handling of debts, the 
sharing of profits and losses, and procedure 
in dissolution and in the consequent distri- 
bution of the net assets. 

To secure God’s blessing on the under- 
taking, it was agreed that there should be 
given to the poor, from partnership funds, 
the sum of 200 livres. In conclusion the 
partners pledged to each other their good 
faith. 

As this was a partnership of merchants 
and tradesmen, it must be registered. Sa- 
vary therefore attached a model form of 
extrait.” 


Vv 


It must be quite clear that the partner- 
ship of Fournier, the Langlois brothers, 


* Le Parfait Négociant, p. 400. 


and de la Mare was not of the classical 
type. It exemplifies for us a société “be- 
tween [or among] merchants and trades- 
men”; it helps to make it clear that such 
sociétés between members of the business 
classes of the community were not in prac- 
tice restricted to the form “en nom collec- 
tif”; it helps to bring out the point that 
the société en commandite was found in 
forms other than that of the traditional 
standard. Troplong, commenting on this 
illustrative case, said:*” “This system re- 
sembles not at all the commandite of the 
Commercial Code.” 

Savary’s other formules illustrate the 
use of the commandite partnership “which 
is formed between two persons of whom the 
one does nothing but invest his money in 


‘the société without performing any func- 


tion of a [general] partner (associé) ; and 
the other, who is called in commercial lan- 
guage the complimentaire of the société, 
gives sometimes his money but always his 
service, and transacts business in his own 
name in the matters with respect to which 
they have both agreed.””* 

In the first of these formules** M. du 
Clos, a secretary in the royal household, is 
represented as investing for six years 
50,000 léores in the woolen importing and 
exporting business of Jacques Loiseau, a 
Paris merchant, who “matched” du Clos’ 
investment, partly in money and partly in 
merchandise. The liability of du Clos was 
limited by contract to the amount of his 
investment; that of Loiseau was unlimited. 
Loiseau was to transact all business, using 
his sole discretion; but he must make 


* Troplong, op. cit., p. 156. 

* Dictionnaire Universel de Commerce, con- 
ce qui le commerce, . . . etc., 
ete. age thume Sieur Jacques Savary 
des Bruslons, Inspecteur général des Manufactures, 

le Roy, a la Douane de Paris, Continué sur 
les Mémoires de Vauteur, et donné aw Public par 
M. Philémon Louis Savary, Chanoine de lVEglise 
Royale de S. Maur des Fossez, son Frére. A Paris, 
chez Jacques Estienne, rue Saint Jacques, a la 
Vertu. M.DCC.XXIII. Avec Privilége du Roy. 
Volumes 1 and nm were published in 1728; Vol. 
iu, a Supplément, was published in 1780. The pas- 
sage translated is found in Vol. 1, column 1,550, 
sub verbo “Société.” 

* Le Parfait Négociant, pp. 400-404. 
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periodic accounting reports to du Clos. The 
books of account were to be kept subject to 
the rules of the Ordinance of 1673; and the 
articles described carefully the items of 
operating cost which were properly charge- 
able to the partnership enterprise. Loiseau 
must not personally compete with the firm, 
even in the last months before dissolution 
should take place. There were partners’ 
drawing allowances for both du Clos and 
Loiseau. Either partner might provide ad- 
ditional capital as need should arise, and 
that under a loan contract. Du Clos was 
to have one-third of the profits; Loiseau 
two-thirds. 

In the other formule*®® Hector de Bour- 
net, sieur de la Martiniére, a country gen- 
tleman, is represented as having entered as 
a commanditaire into partnership for three 
years with one Jacques Louvet, a merchant 
of the city of Saumur; their business to be 
that of producing wine and brandy and sell- 
ing them, both in the local markets and in 
Holland and England. Their capital was 
15,000 livres, of which de la Martiniére was 
to provide two-thirds: 2,000 livres in 100 
containers ( pipes) of wine at 20 livres each, 
to be delivered as needed by Louvet; the 
remainder in money, also as rapidly as Lou- 
vet might require. Louvet supplied no 
money, but instead wine valued at 1500 
livres, brandy valued at 3000 livres and 
distilling apparatus and utensils appraised 
at 500 livres. The enterprise was to be con- 
ducted under Louvet’s name. He was to 
control the buying; but he must take at a 
fixed price all the wine of de la Martiniére’s 
estate. All manufacture of brandy must be 
conducted in a building on this estate, the 
rental of which (100 livres per year) was 
to be an item of partnership expense. Stor- 
age facilities at Saumur, owned by Louvet, 
were rented by the partnership at 300 livres 
per year. Louvet might sell the wine and 
brandy in Saumur, Martigné, Nantes and 
in Holland and England, but before ship- 
ping goods to Nantes or abroad he must 
submit to de la Martiniére itemized lists 
signed and certified; and after the conclu- 


* Tbid., pp. 404-407. 


sion of the business another detailed -ac- 
counting. Sales must be for cash only; ex- 
cept that Louvet might sell on credit, if, 
for a fee of 2 per cent of the selling price, 
he would personally take the risk of col- 
lections. Louvet was allowed expenses of 
travel (to cover maintenance and wages) 
up to 8 livres per day; his agent up to 200 
livres per year. Legitimate business ex- 
penses were catalogued. Expense vouchers 
must be submitted to de la Martiniére. 
There were provisions, along the customary 
lines, for proper bookkeeping, the borrow- 
ing of additional capital as needed, the 
maintenance intact of the partners’ pro- 
prietary capital, maximum “drawing” al- 
lowances, the taking of inventories, the ar- 
bitration of disputes in dissolution, the di- 
vision of profits (in this case on an equal 
basis), and an annual gift to the poor. De 
la Martiniére’s liability was definitely 
stated to be limited to the amount of his 
investment. Louvet was bound not to com- 
pete with the partnership, and particular 
attention was given to this problem as it 
might appear in the last year before the 
termination of the partnership agreement. 
Louvet’s death prior to the end of the 
agreed period would cause dissolution of 
the partnership; similarly de la Marti- 
niére’s unless his wife should survive him. 

One feature of both of these partner- 
ships en commandite in the classical form 
is in striking contrast with the correspond- 
ing provisions of the partnership between 
de la Mare, the Langlois brothers, and 
Fournier. In that case it was agreed that, 
in the event of dissolution there should be 
in a very literal sense a distribution of the 
net assets, even to the extent of dividing 
among the partners the merchandise and 
accounts receivable remaining after the 
business debts had been paid and the part- 
ners’ capital investments had been taken 
out. This merchandise and these receivables 
were to be assorted into eight portions as 
nearly equal as might be. Then, by the 
casting of lots, three portions would pass 
to Fournier, three to the Langlois brothers, 
and two to de la Mare, in accordance with 
the agreed terms with respect to the shar- 
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ing of profits and losses. The receivables 
became the risk, as to collection, of the in- 
dividual recipients. 

Obviously, for M. du Clos, a secretary 
in the royal household, and for de la Mar- 
tiniére, a country gentleman, to find them- 
selves possessed of woolen cloth and of 
casks and other containers of wine in quan- 
tities exceeding their own needs for per- 
sonal consumption might be socially and 
financially embarrassing. Consequently it 
was arranged that these two commandi- 
taires need not, in the event of partnership 
dissolution, accept the value of their pro- 
prietary equities in the form of stock in 
trade. Rather, they might insist that their 
respective complimentaires pay in cash, in 
instalments, the final merchandise inven- 
tory values less a stipulated discount. In du 
Clos’ case this discount rate was set at 10 
per cent, in de la Martiniére’s at 5 per cent. 


VI 


As has been shown, the law clearly re- 
quired that the extract of partnership be- 
tween Fournier, the Langlois brothers, and 
de la Mare be registered and publicly 
posted. This was because their agreement 
was one “between merchants and trades- 
men.” The Ordinance of 1678 was not clear 
as to the publicity required of du Clos and 
Loiseau, of Louvet and de la Martiniére. It 
was not clear, because it was silent. Savary 
gave it as his opinion that these two pairs 
of partners need not file and publish an ex- 
tract. Speaking of the general interpreta- 
tion of the law, he said :** 


. if [the partnership] is between a 
merchant and another person who is not of 
this profession, I do not think [the filing of 
the extract] is necessary, because the Article 
[of the Ordinance] does not say so;.. . It 
follows that, the Article not speaking of other 
persons who shall have formed commandite 
partnerships, who are not of this profession, 
with another who is a merchant, there is no 
necessity of registering them. . . . 


Troplong states categorically that the 
reason for this differentiation of procedure 


[bid., p. 366. 
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between these two types of commandite 
partnerships was a matter of public policy. 
He said* that the Ordinance did not re- 
quire the registration of a partnership 
composed of a merchant and a person out- 
side of the commercial class “by way of 
concession to the civil capitals which it 
wished to attract to commerce, leaving en- 
tirely to the capitalists the assurance that 
their persons would escape the inquisitions 
of the public.” 

On this point Savary was not so abrupt- 
ly definite. But he made it perfectly clear 
that he regarded the exemption from the 
requirement of publicity to be a matter of 
sound, although not unqualifiedly beneficial, 
public policy. This was an age of mercan- 
tilism superimposed upon the remnants of 
feudalism. The policy of Colbert called for 
the expansion of commerce and the develop- 
ment of domestic industry. Almost any de- 
vice that would call forth money for com- 
mercial and industrial investment was apt 
to be looked upon with favor. There is 
nothing, said Savary,™ so useful to the 
state and to the public as commandite 
partnerships; for five reasons. First, per- 
sons of the non-commercial classes might 
thus profitably invest their money without 
violation of the restrictions on usury. Sec- 
ond, money invested on a commandite basis 
would otherwise be idle. Third, persons not 
themselves possessed of wealth would thus 
find the means of rendering their services 
profitable. Fourth, commandite partner- 
ships would induce those who would other- 
wise not employ their money except in the 
establishment of rent-charges, to invest it 
in trade and thus to give employment to ar- 
tisans in manufacturing enterprises. Fifth, 
‘princes also find it to their advantage, be- 
cause the more there are of manufactures 
in their states and the more abundant com- 
merce is, the greater are their revenues by 
means of the taxes which they impose on the 
goods which leave and enter their kingdoms 
and states... .”** 


* Troplong, op. cit., p. 155. 
® Le Parfait Négociant, pp. 856-887. 
Tbid., p. 857. 
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Savary, therefore, in a long discussion™ 
sought to dispel those misconceptions and 
prejudices of the nobility which might de- 
ter them from making investment as com- 
manditaires. He adduced to this end logic, 
the citation of royal edicts, and the ex- 
ample of participation in commercial enter- 
prise on the part of the English nobility. 

Savary realized the importance of pub- 
lic registration of all partnerships en com- 
mandite, Not to require registration would 
assist in the evasion by commanditaires of 
their proper responsibilities. Both Savary” 
and Troplong™ state that there was in 
practice such evasion ; that commanditaires 
were frequently entered in the books of ac- 
count as creditors, not proprietors; and 
that in the event of insolvency they then 
“lined up” with the true creditors to re- 
ceive pro rata shares in the net assets of 
the enterprise. Nevertheless, considerations 
of fairness to partnership creditors were, 
in Savary’s mind, outweighed by the al- 
leged public advantages of mercantilistic 
development. To quote again :** 


The only reason which one can allege to 
sustain [the argument] that commandite part- 
nerships which are formed between persons 
other than . . merchants should not be 
registered . . . is that this would be a means 
of abolishing the use of commandite partner- 
ships, in that the persons who are not of the 
mercantile profession would not wish that 
anyone should know that they were partners 
with merchants, that their names should be 
exposed in a public place, and that the money 
which they invested secretly in a partner- 
ship should be known to all the world, and 
particularly to their creditors, who would not 
hesitate to seize it in the hands of their part- 
ners, a thing which would disturb their af- 
fairs. 

It is true that this consideration is of con- 
siderable weight, and that that which has been 
mentioned above would cause some uneasi- 
ness of spirit to those who would wish to form 
commandite partnerships; it follows that it 
would be better to leave matters with respect 
to them in the same state as they were before 


Tbid., pp. 357-365. 

* Ibid., p. 366. 

* Troplong, op. cit., p. 155. 

* Le Parfait Négociant, p. 367. 
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the Ordinance, to the end that this woald 
not be able to deter persons of rank from en- 
tering commandite partnerships, since they 
are so advantageous to the State and to the 
public . . . , and it is necessary to leave [it] 
to the good faith of debtors who have incurred 
failure to give information to their creditors 
concerning the commandite partnerships 
which they have contracted, or to the diligence 
of the creditors to discover whether there are 
any such. 


Thus in 1673 were considerations of pri- 
vate equity subordinated to those of public 
policy. 

VII 

The law of sociétés, particularly that of 
sociétés commerciales, was appreciably 
clarified and somewhat expanded in the Na- 
poleonic Codes: in the Code Civil (com- 
pleted in 1804) under the topic “Du Con- 
trat de Société,” and in the Code de Com- 
merce (completed in 1807) under the head- 
ing “Des Sociétés.”’* 


* The Code Civil was promulgated in sections 
beginning in 1802. When the text was completed 
and put in form with books, sections and articles 
numbered consecutively throughout the whole docu- 
ment, it was published as Bulletin No. 154 bis, Loi 
No, 2658 bis in vol. 6 of the 4th series of the Bul- 
letin des Lois, which bears the date September 18, 
1807. Title IX of Book III, having the subject 
heading Du Contrat de Société, contains 42 ar- 
ticles, numbered 1882 to 1873 inclusive, and is- 
found on pp. 296-304 inclusive of the Bulletin in- 
dicated above. 

Troplong’s commentaries on the title Du Con- 
trat de Société, to which references have been made 
in the preceding pages of this paper, are pub- 
lished in such form as to present in juxtaposition 
both the individual articles of the title and the 
comments thereon. 

The text of the Code de Commerce, as finally 
promulgated in September 1807, effective January 
1, 1808, was published officially as Bulletin No. 164, 
Lois Nos. 2804, 2805, of the 4th series of the Bul- 
letin des Lois. Title III of Book I has the subject 
heading Des Sociétés, contains 47 articles, num- 
bered from 18 to 64 inclusive, and is found on pp. 
164-169 of the Bulletin above indicated. For the 
legislative history of the Code de Commerce, see 
Lacour and Bouteron, op. cit., Vol. 1, p. 9. 

A good English translation of the Code de Com- 
merce is that by Sylvain Mayer: The French Code 
of Commerce, as revised to the end of 1886. London, 
Butterworths, 1887. Another, which is perhaps 2 
little more free in the rendering of difficult or 
technical phrases, is found in Léopold Goirand’s 
Treatise wpon French Commercial Law and the 
Practice of All the Courts. London, Stevens and 
Sons, 1880 (2nd Ed., 1898). 
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In contrast with the two-fold classifica- 
tion of sociétés commerciales implied by the 
wording of the Ordinance of 1678, the 
Commercial Code of 1807 explicitly recog- 
nized three forms of such sociétés: the so- 
ciété en nom collectif, or ordinary, un- 
limited partnership; the société en com- 
mandite, or limited partnership; and the 
société anonyme, or business corporation. 
As we have already briefly noted, associa- 
tions commerciales en participation were 
described and were set off from the “other 
kinds of societies,” a form of treatment 
which appears to side-step the question of 
their exact status in terms of legal phi- 
losophy. It was particularly useful that at 
least so much should be done, since the 
framers of the Code had borrowed one of 
the old names (société anonyme) of the 
association en participation to describe the 
newly recognized business corporation. 

The Commercial Code defined the société 
en commandite, confirmed it in the posses- 
sion of a nom social, prohibited the use of 
the name of a commanditaire in the busi- 
ness name of the enterprise, described the 
limitation of the personal liability of com- 


. manditaires, prohibited their active par- 


ticipation in management (gestion) and 
operation, and expressly permitted the use 
of transferable shares “without any de- 
rogation of the rules established for this 
kind of société.” These provisions of the 
Code are found in Articles 23-28 inclusive, 
and in Article 38, which are so brief that 
they may be advantageously presented here 
in full translation. 


28. The société en commandite is contracted 
between one or more members (associés) [who 
are] jointly and severally liable (solidaires) 
and one or more members [who are] simple 
lenders of funds, who are called commandi- 
taires or associés en commandite. 

It is conducted under a nom social, which 
must necessarily be that of one or more of 


For a brief and compact statement regarding 
French commercial law, its history and literature, 
see Stumberg, G. W., Guide to the Law and Legal 
literature of France. Washington (‘Library of 
Congress), Government Printing Office, 1981. This 
statement is found on pp. 99-181. Sociétés are dis- 
cussed on pp. 107-112. 
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the jointly and severally liable members. 

24. When there are very many members 
severally and norainally liable, whether all 
manage together or whether one or more man- 
age for all, the société is at one time a société 
en nom collectif with respect to them and a 
société en commandite with respect to the 
simple lenders of funds. 

25. The name of a commanditaire member 
cannot be a part of the raison sociale. 

26. A commanditaire member is not liable 
for losses except up to the amount of the sums 
which he has invested or is obligated to invest 
in the société. 

27. A commanditaire member cannot per- 
form any act of management nor be employed 
for the affairs of the société, even by virtue 
of power of attorney. 

28. In case of violation of the prohibition 
mentioned in the preceding article, the com- 
manditaire member is obligated jointly with 
the members en nom collectif for all the debts 
and engagements of the société. 


38. The capital of sociétés en commandite 
may be divided into shares without any der- 
ogation of the rules established for this kind 
of société. 


It is clear that Savary’s group of Four- 
nier, the Langlois brothers and de la Mare 
could not under the Commercial Code have 
constituted a société en commandite. De la 
Mare could not after 1807 have limited his 
liability and remained active in the enter- 
prise. The effect of Articles 27 and 28 was 
to make commandite partnerships conform 
more closely to the standard of that which 
has in this paper been designated as the 
classical form. 

On the other hand Loiseau and Louvet 
might under the Commercial Code have as- 
sociated with themselves any and all “sim- 
ple lenders of funds” whom they might in- 
duce to buy stock in their enterprises. The 
description of such shares of stock is given 
in the Commercial Code in those articles 
which deal especially with the socéété 
anonyme. These shares might, after 1807, 
be either registered shares or shares pay- 
able to bearer. If the latter, the oppor- 
tunity was offered to Loiseau and Louvet, 
as commandités or gérants, to manage at 
will, subject to virtually no control on the 


en- 
t 
(it) 
tors 
hi 
ips 
nce 3 
are 
pri- 
blic 
t of ave 
bly 
Na- 
ad- 
ions 
ted — 
cles 
Loi 
18, 
ar- 
on- 
ub- 
ion 
the 
lly 
ary 
64, 
m- 
pp- 
the 
see 
on, 
or 
he 
nd 


256 The Accounting Review 


part of their commanditaire shareholders. 
In connection with this point it is impor- 
tant to note that the formation of a true 
société en commandite under the Code con- 
tinued to be a matter of purely private con- 
tract, and not an act requiring specific ap- 
proval or authorization by government. 

The use of transferable shares by busi- 
ness enterprises in France antedates both 
the Commercial Code of 1807 and the Or- 
dinance of 1678; and it cuts across the 
classifications made or suggested by these 
bodies of law. As early as the 12th century 
there were in France wheat mills held and 
operated by companies having transferable 
shares.*° In the 16th and 17th centuries 
the company form of organization was em- 
ployed for combined purposes of coloniza- 
tion and trade in and to the western hemi- 
sphere, Africa and the East Indies. Trop- 
long, referring to the companies formed in 
this period for these activities, as well as 
for those of land drainage, marine insur- 
ance, and glass manufacture, said :** 


In all these sociétés, and in others which it 
would be unending to enumerate, the social 
capital was divided into shares (actions) ; the 
industrial share was thereafter accepted as a 
special form of property, as an investment 
having particular advantages. 


By the time of the Revolution companies 
with transferable shares had penetrated 
into the field of domestic business to such 
an extent that they were found engaged in 
mining, canal operation, arms manufac- 
ture, glass manufacture, naval armaments, 
public carriage operation and the sub-let- 
ting of property.“ 

Some of these organizations, in name at 
least, were sociétés en commandite. But 
they were in fact characterized by those 
forms and methods of procedure later 
recognized in the written law as pertaining 
to business corporations—sociétés anony- 
mes. The company formed in 1686 under 
royal edict for the conducting of a general 
insurance business had a common fund, 

cit., pp. 24-25. 

Ibid., p. 80. 


transferable shares, government by a board 
of directors, provision that if the capital 
should become impaired the members must 
(in proportion to their holdings of shares) 
make up the deficiency; and provision also 
that, in the event of insolvency, after the ex- 
haustion of the common fund, the members 
must contribute in the proportion of their 
holdings of shares to meet the demands of 
creditors. This organization called itself a 
société en commandite.“* 

In general it was characteristic of these 
early companies with transferable shares 
that they were formed under specific public 
authorization, rather than by mere private 
contract. 


Since the government always intervened in 
the establishment of the old soctétés which 
we today call compagnies anonymes, they were 
considered to be the creation of the public 
power rather than the free product of the 
will of individuals; this is why they were not 
classified in the number of sociétés left to the 
disposition of the public. For each société 
anonyme [in the modern sense] that the spec- 
ulations of commerce rendered necessary, 
there was passed . . . a special law which 
gave it life.** 


As these companies were commonly 
chartered by royal authority, and as they 
were frequently clothed with special, some- 
times monopolistic, privileges, they easily 
fell afoul of the Revolutionary powers. It 
was also one of the sins wherewith they 
were charged that the “circulation” of 
their shares, which were frequently in form 
payable to bearer (aw porteur), injured 
the credit of the Republic. Consequently at- 
tempts were made to restrict the circula- 
tion of these shares; to suppress all banks 
of deposit, insurance companies, and gen- 
erally “all those [companies] whose fund 
rests upon shares, payable to bearer or on 
[the basis of] incriptions in a book [and], 
transmissible at will”; to prevent the for- 
mation of new associations and companies 
of this type without the approval of the 
legislative body; and finally to forbid “all 


© Ibid., p. 157. 
“ Ibid., p. 174. 
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bankers, tradesmen and all other persons 
whatever to form any establishment of this 
kind, under any pretext and under any 
name whatever.” 

This policy of suppression and prohibi- 
tion was unsuccessful and short lived. Late 
in 1796 the legislation which attempted to 
effect it was abruptly repealed. New com- 
panies were formed in large numbers; but 
in the absence of a legislative basis for them 
the courts were embarrassed in the attempt 
to control the relations of company mem- 
bers among themselves and with the pub- 
lic. There is little doubt that the business 
and financial disorders of this period con- 
tributed to accelerate the movement for a 
re-codification of the commercial law. In 
this particular matter of the privilege of 
stock issue, its formal grant to sociétés en 
commandite was in part a recognition of 
an existing practice, in part a liberaliza- 
tion of the provisions of the code of part- 
nership. While it is true that the share- 
issuing function, as utilized by enterprises 
organized in the partnership form, was 
abused, it was nevertheless probably a step 
forward to differentiate in the Code be- 
tween stock-issuing partnerships and stock- 
issuing corporations. By the recognition of 
stock-issuing sociétés anonymes business 
enterprises which under the rules of the old 
Ordinance found no true classification were 
now placed in their proper category. 

In general the Commercial Code con- 
tinued the old requirements respecting pro- 
cedure and publicity, making some exten- 
sion and modification of the rules. All so- 
ciétés must be formed by deeds or instru- 
ments in writing. Deeds of sociétés en nom 
collectif and of sociétés en commandite 
might be either public (that is, officially au- 


- thenticated) or private, (sows seimg privé) 


at the option of the parties concerned. 
Deeds of sociétés anonymes must be public. 
Extracts of sociétés en nom collectif and 


“ Levasseur, op. cit., Vol. 1, pp. 14-15; Troplong, 
op. cit., pp. 30, 75. The passages quoted are re- 
8 vely from a decree of April 21-24, 1798, and 
the law of 26-29 germinal, an II. 


of sociétés en commandite must be publicly 
registered at designated offices and public- 
ly posted for designated periods. The ear- 
lier discrimination in this matter, between 
sociétés on the basis of the social classifica- 
tion of their members, was dropped. Each 
extract must contain: “the names, sur- 
names, ranks and residences of the mem- 
bers other than shareholders or commandi- 
taires, the raison sociale of the société, the 
designation of those members authorized to 
manage, administer and sign for the so- 
ciété, the amount of property contributed 
or to be contributed on a share basis or en 
commandite, [and] the time when the so- 
ciété is to commence and that at which it is 
to end.” The extracts of public deeds must 
be signed by notaries. Extracts of private 
deeds must be signed by all members of a 
société en nom collectif; by the jointly 
liable and managing members of a société 
en commandite, whether or not the capital 
was divided into shares. 

Appropriate clauses were inserted to re- 
quire publicity in the event of early dissolu- 
tion, extension of the contract, changes of 
membership, new stipulations as to condi- 
tions, and alteration of the raison sociale. 

These provisions are of interest to 
American students of the forms of business 
enterprise organization. On the one hand 
our practice has differed fundamentally 
from the French practice in that we have 
never required the use of written instru- 
ments for the formation of ordinary part- 
nerships; and, consequently, we have never 
required public registration of these or- 
ganizations. On the other hand we have, 
without much success to be sure, attempted 
to adapt the société en commandite to 
American conditions. In so doing we have 
required the use of written instruments, if 
not literally “articles of co-partnership,” 
at least a “certificate of formation,” which 
must be filed in a public recording office. 
Some, not all, of the requirements of pro- 
cedure imposed by our statutes of limited 
partnership have been borrowed from the 
French Commercial Code of 1807. 
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ACCOUNTING PROBLEMS OF THE DEPRESSION 
W. A. Paton 


activity, with its attendant financial 

difficulties naturally refocuses the 
attention of accountants on the underlying 
problems of valuation and income and sur- 
plus measurement. These problems, which 
to the thoughtful accountant furnish a fas- 
cinating background for the technical 
drudgery which is an inevitable feature of 
his task, are almost infinitely complex in the 
range of their implications and manifesta- 
tions. Partly as a reflection of my own per- 
sonal slant on these matters and partly for 
the purpose of emphasizing aspects too 
frequently neglected the attempt will be 
made to center the discussion around in- 
come and surplus measurement rather than 
the valuation of property per se. 


‘ N EXTENDED period of reduced business 


OPERATING AND NON-OPERATING CHARGES 


One of the questions receiving increased 
attention is the old problem of the distinc- 
tion between operating costs and non-oper- 
ating charges or losses. To begin with a few 
definitions are necessary. Operating costs 
are charges which can be logically imputed 
to the regular activities of the enterprise 
during a particular period; operating ex- 
pense (broadly interpreted to include so- 
called cost of sales) is the portion of such 
operating charges which can logically be 
assigned to the sales or other gross revenues 
of the period. Non-operating charges or 
losses, in contrast, are those expired values 
which cannot—without distortion, in view 
of the actual facts and relationships—be 
so assigned or imputed. Interest, income 
taxes, and related items can also best be 
excluded from operating charges, but these 
are net income charges, of a regular and 
ordinary type, and are not to be confused 
with non-operating losses. 

It is always easier to set up definitions 
than to apply them. Among the tests com- 
monly used to determine the character of 
particular items are: 


1. Does the charge represent a service 
actually received and utilized in a normal 
way? 

2. Does the charge represent a regularly 
recurring item? 

3. Was the management responsible for 
incurring the charge or was it out of their 
control? 

4. Was the charge, although not repre- 
senting effective service from an economic 
or engineering standpoint, nevertheless ne- 
cessary from the standpoint of the legal 
and social conditions under which we are 
operating? (This last is particularly ap- 
plicable when dealing with such items as 
taxes, incorporation fees, licenses, dona- 
tions to the Red Cross, etc.) 

To illustrate the difficulty of making the 
distinction in any complete way take the 
case of ordinary factory labor. In general 
such labor is viewed as an ordinary and 
essential operating charge. However, it is 
safe to say that even if we leave out of con- 
sideration deliberate soldiering, gross in- 
efficiency, sabotage, etc., not a day goes 
by in any plant in the country without 
labor waste from the standpoint of ideal 
operating engineering. As a rule no attempt 
is made to winnow out each specific item of 
this sort from the mass of labor charges. 
No one follows the employee about to see 
that every time he lifts his hand the proper 
result is forthcoming, or to see that he lifts 
his hand with proper frequency. Only when 
output falls below a reasonable standard, 
or the percentage of spoiled work rises un- 
duly, or maintenance of equipment is be- 
coming too heavy as a result of careless 
handling, is the segregation of a portion of 
the charges incurred even contemplated. 

For another type of illustration which 
will demonstrate the difficulty of making the 
distinction, take the case of a loss realized 
on securities owned by a concern engaged 
primarily in manufacturing. At first sight 
it seems clear that here is a non-operating 
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charge; but careful analysis often raises a 
question as to the validity of this first im- 
pression. The operations of a manufactur- 
ing enterprise which regularly holds, year 
after year, in lieu of keeping all its funds on 
deposit in banks, a large amount of market- 
able securities, include this supplemental 
investment activity. The company, let us 
say, considers that the maintenance of its 
operating integrity requires large cash re- 
serves. But it also decides that it is un- 
economical to maintain bank balances far 
in excess of current needs, and the manage- 
ment accordingly follows the practice of 
keeping a large part of its cash invested in 
securities. Is not this a feature of economic 
operation, in a broad sense, of the business 
as a whole? Certainly a fundamental prin- 
ciple of long-run business statesmanship is 
the taking of the necessary steps to secure 
survival, and the conditions of recent years 
have demonstrated conclusively that large 
cash reserves are often essential to such sur- 
vival. In fact, it is noticeable that those who 
three or four years ago were freely criticiz- 
ing many corporations for tying up a large 
part of their resources in comparatively 
idle cash are no longer being heard from or 
else they have joined in the chorus of com- 
mendation that is being raised in support of 
the policies of such concerns. 

In times of depression such as the pres- 
ent, it is noticeable that many business 
managements, in their desperate anxiety to 
make a showing, are waking up to the fact 
that there is some basis for drawing a line 
between operating charges and non-operat- 
ing losses, and they are of course drawing 
the line in their own way. As Mr. George 
Bailey pointed out in a recent talk before 
the Michigan Association of Certified Pub- 
lie Accountants, there is a growing tenden- 
cy in these times to charge all sorts of items 
directly to surplus, on the theory that they 
are non-operating, thus relieving the profit 
or loss statement of considerable pressure. 
Mr. Bailey deplored this tendency, and 
everyone will agree with him in objecting to 
the wholesale elimination of charges from 
current income reports through the device 
of direct charges to surplus. However, the 
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proper solution of the matter does not lie in 
insisting that there is no such thing as non- 
operating charges. Proper classification is 
the accountant’s meat and drink, the es- 
sence of his task, but the inability to ap- 
prove the concealing of losses through di- 
rect charges to surplus is no adequate rea- 
son for recommending that all such losses 
be treated as charges to gross revenue. It 
is the business of the accountant to pre- 
serve every legitimate distinction, to bring 
out every angle of the situation that has a 
vital bearing from the point of view of any 
interest concerned, but it is also his busi- 
ness, as far as lieth in him, to see that no 
improper use be made of this approach to 
the treatment of business transactions and 
their results. 

In part, the solution of this matter lies 
in the recognition of the distinction be- 
tween what I shall call the departmental 
point of view and the business-enterprise 
point of view—a matter which is of great 
importance to the accountant in a variety 
of connections. Thus treasury stock may 
be viewed as an asset of the corporate treas- 
urer’s office without being viewed as an asset 
of the corporation as a whole; an amount 
due the general fund from the special assess- 
ment fund may be an asset in the general 
fund balance sheet of a city without be- 
coming an asset of the city as a whole; the 
depreciation of idle plant may be a non- 
operating charge as far as the activities of 
the plant itself are concerned and yet be a 
proper charge in the income report of the 
corporation owning the plant. 

In other words, the income sheet or in- 
come report should be conceived broadly 
enough to make it possible for us to display 
the distinction between operating charges 
in a relatively narrow technical and de- 
partmental sense and charges in the sense 
of losses which impinge upon the enterprise 
in the current period, but which cannot be 
assigned directly to the volume of business 
of the period. 

Also in part, the solution rests upon an 
insistence that all charges to surplus ac- 
count must be displayed in the income re- 
port or in a special statement appended 
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thereto to which attention is definitely 
called in the body of the income statement. 
Undoubtedly charges occasionally appear 
which clearly attach to the operations of 
the past, although recognizable as losses 
for the first time in the current period, and 
which therefore cannot reasonably be set up 
as charges to current gross revenue or as 
appropriations of current net profits. An 
example is obsolescence which has become 
clearly apparent for the first time in the 
current period, yet which has been accruing 
for some years even though we failed to 
recognize it. The non-current portion of 
such obsolescence is certainly a direct 
charge to surplus account, the account 
which shows the residuum of earnings as 
recognized in past periods. It now appears 
that these earnings were overstated by the 
amount of the extraordinary shrinkage in 
plant values which we were not smart 
enough to see coming or which we failed to 
accrue simply because of a non-conservative 
depreciation policy. 


PREFERENTIAL TREATMENT OF OPERATING 
CHARGES 


As a second aspect of present-day ac- 
counting problems, closely related to that 
which I have just been discussing, a brief 
comment may be offered on the increasing 
tendency of managements to insist on what 
may be called a preferential recognition of 
operating charges. I have always objected 
strenuously to the theory that depreciation, 
depletion, and similar accruals are recog- 
nizable in the accounts only in the event 
that and to the extent that they are earned. 
This dangerous view, which has been wide- 
spread and deep-seated in many quarters 
for a long time, has undoubtedly become 
more prominent of late. It is another one 
of those straws of doctrine at which man- 
agements are eager to grasp in their en- 
deavor to paint a pretty picture regardless 
of the actual appearance of the landscape 
before them. There are many who agree 
with a very good friend of mine who says 
that it is impossible and improper to recog- 
nize depreciation if it means “putting the 
business in the red.” 
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The conception of the relation between 
revenue and expense which lies back of this 
view is rather weird to say the least. It as- 
sumes that the business is in a position to 
recover some costs more readily than 
others; that the customer’s dollar can first 
be applied to the direct costs of labor and 
materials and then, if anything remains, to 
the compensation of such factors as the cost 
of fixed assets and other elements of over- 
head. There is nothing in the theories of 
price-determination as worked out by econ- 


omists to justify such a conception. Un- ' 


doubtedly cost in general is a price-influenc- 
ing factor, although at any one time it is 
doubtless true that it is the costs of particu- 
lar producers, in a marginal or focal posi- 
tion, rather than the costs of all producers, 
that are most determinative. It is also true 
that a particular producer will temporarily 
stay in the game even if he is recovering 
only a portion of his costs, and that in times 
of depression virtually an entire industry 
may be temporarily in that status, even if it 
be assumed that all costs, including depre- 
ciation, are being figured on a strictly cur- 
rent basis, rather than on the basis of past 
commitments. But it does not follow that 
the market is selecting and validating par- 
ticular costs of production to the exclusion 
of others, or that the forces of the market 
are ranking costs in any order whatsoever. 

The only reasonable position to take in 
this matter, in terms of the affairs of a par- 
ticular concern, is to assume that every dol- 
lar of sales represents a proportionate re- 
covery of all bona fide costs incurred in 
production. In other words, if the direct 
costs of labor and materials amount to 85 
cents per dollar of sales and the element of 
overhead including depreciation totals 40 
cents per dollar of sales, a total of $1.25 
per dollar of revenue, the proper interpre- 
tation is that the revenues of the business 
are only sufficient to cover 80 per cent of 
the total expenses or 80 per cent of each 
expense taken individually, whichever way 
one cares to put it. 

In my judgment accountants everywhere 
should take a resolute stand against the 
opportunistic and thoroughly unsound 
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view that depreciation and similar charges 
are a matter of convenience, to be recog- 
nized or not as the volume of revenues seems 
to make feasible. Along the same line we 
should exert what influence we have against 
the practice in operating reports of strik- 
ing balances to which the terms “income” 
and “profit” are applied before the inclu- 
sion of reasonable allowances for deprecia- 
tion and allied charges. As Hatfield so well 
points out in his monumental treatment of 
accounting principles, the cost of the boiler 
itself is just as much a cost of operation as 
the coal burned therein, and to omit an ap- 
propriate portion of such cost from the cur- 
rent statement is just as grave an error as 
would be the omission of the cost of the coal. 
Of course it must be granted that the 
amount of depreciation to be charged to the 
activities of any particular period is dis- 
tinctly a matter of estimate even though 
there be no doubt as to the total cost to be 
amortized; but the basis for the estimate 
should be a carefully worked out’ policy 
which takes into consideration all pertinent 
considerations, rather than a mere desire 
to avoid 2 poor showing. 

There are some who feel, that they find 
strong support for the manipulation of de- 
preciation charges during a period of de- 
pression in the output theory of spreading 
depreciation, but the wholesale curtailment 
of depreciation charges during a general 
depression is hardly a proper application 
of the production or output method. It is 
quite reasonable to apportion the deprecia- 
tion of a machine by months or even for 
longer periods in terms of the output per 
period in question to the total estimated 
output for the total estimated life, and in 
accordance with this method depreciation 
charges may be adjusted to conform to sea- 
sonable fluctuations and other minor move- 
ments, up or down, in the volume of physical 
output. But this is a far cry from the 
elimination or marked reduction of depre- 
ciation charges during a long period of 
complete idleness or subnormal activity. It 
should also be remembered that obsolescence 
and related forces—which have been re- 
sponsible for probably 75 per cent or more 
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of the total depreciation of American busi- 
ness property in the last fifty years—do 
not abate their influence one iota during a 
period of depression. In fact there is con- 
siderable evidence that depreciation from 
such forces is accelerated during a period 
of depression. 


MAKING THE FAT YEARS PAY FOR THE LEAN 


This brings us to a third aspect of the 
situation: the development of the doctrine 
that the fat years should pay for the lean. 
This doctrine, plausible in certain forms, 
has been strongly urged in various quarters 
in the last five years and has gained in- 
fluential adherents. It is not a new view, but 
it always receives more emphasis during a 
period of depression than during a period 
of activity and large volume of business. 

Couched in accounting terms one form 
of this doctrine is almost identical with the 
unreasonable interpretation of the output. 
method of dealing with depreciation, re- 
ferred to above. It-is, however, a broader 
proposition. It implies that accounting and 
statistical practices should be developed 
which tend to result in an averaging of 
operating data, the elimination of modifica- 
tion of the peaks of prosperity and the 
valleys of depression as far as the showing 
of net profits is concerned. It holds that the 
best accounting practice in the long run is 
that which shows the greatest stability of 
profits, regardless of the fluctuation in the 
volume of business. It contends that im- 
proved credit position and stable dividend 
policies are among the good things which 
flow from a relatively stable showing of 
profits. It emphasizes the artificiality of the 
year or other relatively short space of time 
as a period in which to determine profits, in 
black and white, without some considera- 
tion of the effects of longer periods of time. 
It summons to its aid all sorts of complex. 
statistical devices of which the base stock 
method of pricing inventory is one-example. 
It is brought forward in such a beguiling 
way, with such an admixture of sound rea- 
soning and pertinent observation, that it is 
no wonder that many accountants are very 


much influenced by it. 
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But boiled down to its essential charac- 
ter this whole proposition of developing 
stable statistics for business enterprise 
characterized in reality by marked insta- 
bility is one of the most unwholesome atti- 
tudes that accountants are called upon to 
face and combat. After all is there anything 
involved here but more or less sophisticated 
misrepresentation? Isn’t it the old story of 
sugar coating the pill and gilding the lily? 
When a management becomes liberal in its 
use of deferred charges, minimizes or omits 
depreciation, neglects to retire assets which 
have lost their economic significance, 
charges losses which are recognized directly 
to either true surplus or to surplus special- 
ly created for the purpose, the real object 
is usually the shielding of the current in- 
come report from some of the shocks of re- 
duced business activity, and the result is 
almost sure to be a misleading income re- 
port, regardless of the character of the 
arguments used to justify the accounting 
practices involved. 

Undoubtedly stable earning power tends 
to promote credit standing and stable divi- 
dend disbursements, but it is quite unrea- 
sonable to offer reports from which the 
effects of major business fluctuations have 
been eliminated in whole or in part as a 
substitute for real stability. We can all 
cheerfully admit the fact that the business 
enterprise is a continuum, not a series of 
disconnected annual episodes, and that in 
preparing annual reports it is necessary to 
cut through living fibers in a more or less 
artificial way; but we can still insist that 
the goal is a report that reflects as accu- 
rately as may be the manner in which the 
conditions and events of the year have im- 
pinged upon the enterprise. Those who ad- 
vocate an averaging process, a statistical 
manipulation that in some measure fills the 
valleys and flattens the peaks, should carry 
their doctrine to its logical extreme and 
issue no annual reports per se but instead 
reports based on five- or ten-year averages. 
Or perhaps they should go further and, 
agreeing with Justice Brandeis that no en- 
tirely accurate accounting for the income 
realized on the business. voyage is possible 
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until the home port is made and the owners 
have liquidated the venture and divided up 
the results, attempt nothing in the way of 
an operating and income account until the 
enterprise has come to its final conclusion. 

Thus far the question of the relationship 
between good and bad years has been looked 
at from the standpoint of a concern which 
is in the trough of depression, which is at- 
tempting to modify its reports in such a 
way as to put affairs in a more favorable 
light than current conditions warrant, and 
which is justifying its practice on the 
ground that secret reserves have been built 
up in preceding fat years and that in the 
years of unbounded prosperity which are 
anticipated in the future, ultra-conserva- 
tive practices will again be adopted. Let 
us now look at the matter for just a moment 
from the standpoint of a concern at the 
peak of prosperity. The question is, should 
an enterprise in boom years deliberately un- 
derstate its net income through the various 
means at its disposal which perhaps fall 
short of actual falsification as part of a 
program of girding its loins for the lean 
years which may be ahead. In general the 
answer must be, no. It is just as important 
to preserve the integrity of the particular 
period as reflected in the financial reports 
in the case of a boom year as in the case of 
a lean year. Let the facts speak for them- 
selves. Set up liberal depreciation but not 
excessive charges. By all means pursue a 
cautious dividend policy; seize the oppor- 
tunity to reduce indebtedness ; and in every 
possible way put the house in order. But at 
the same time permit the reports to show 
the actual condition, to show performance 
during the period the date of which they 
carry. 

SURPLUS AND DIVIDENDS 


Another question with which accountants 
are concerned which has been raised rather 
pointedly in recent years is the relationship 
between surplus accumulation and dividend 
possibilities. As trained accountants all 
realize, surplus in a broad sense is that 
amount by which the total book value of 
the equity of the stockholders of a corpora- 
tion exceeds the legal capital. Thus surplus 
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js simply a cross-section of the excess of 
assets over liabilities and capital stock and 
in no sense expresses the amount of cash, 
marketable securities or other highly liquid 
assets which are available and which might 
possibly be used in making dividend dis- 
bursements in the near future. Accountants 
are usually entirely sophisticated on this 
point but anyone who has tried to pound 
the idea into the heads of college students 
knows there is something slippery about it 
and that among laymen the nature of cor- 
porate surplus is widely misapprehended. 
Dividends are appropriated from surplus 
and are paid from cash. Thus surplus is 
the limiting factor or measure from the 
legal point of view but cash or working 
capital position is the immediately limiting 
factor from the standpoint of the practical 
problem of effecting transfer to the stock- 
holder (assuming that pro rata distribu- 
tions in property other than cash is in gen- 
eral impracticable). 

Accordingly a great many concerns in 
recent years have found themselves in a 
position where the necessity for conserving 
working capital has obliged them to curtail 
or abandon dividends notwithstanding a 
“strong” book surplus position. In other 
words, it has been clearly demonstrated 
that the foregoing of dividends and the ac- 
cumulation of surplus in good years does 
not in most instances make possible the pay- 
ment of dividends in ensuing lean years up 
to the full amount—or even any very sub- 
stantial portion—of the surplus so accumu- 
lated. This is primarily a matter of finance 
rather than accounting, and the account- 
ant’s interest is largely confined to the 
problem of assisting the management in re- 
porting surplus in such fashion that the 
stockholders and others concerned will un- 
derstand the situation—a perhaps unat- 
tainable object. In a fairly recent report of 
the Diamond Match Company I noticed a 
commendable effort in this direction. The 
informal capitalization of surplus through 
the medium of various types of reservations 
is one means which may be employed. I for 
one am becoming convinced that there is 
much to be said for the proposal which has 
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been made at times to the effect that system- 
atic earmarking of surplus under appro- 
priate captions should be carried to the 
point at which the balance of “free” surplus 
represents the actual dividend probabilities 
or possibilities of the relatively near future. 

On the other side of the picture are those 
concerns of which there are numerous ex- 
amples who are still in a position to make 
cash disbursements to stockholders but are 
embarrassed by the fact that the legal res- 
ervoir is exhausted, at least to the extent 
of the unappropriated surplus. This condi- 
tion may in part be the result of the restric- 
tion of additions and replacements and 
hence the accumulation of funds in excess 
of current net income which arise through 
depreciation and similar charges to rev- 
enue. In such situations it can be urged 
that the return of special reserves to sur- 
plus, in a systematic and controlled man- 
ner, is not unreasonable. In fact one should 
go further and hold that earmarked surplus 
which is designed to represent the extent to 
which undistributed earnings have been in- 
vested in plant should never be construed 
as permanently appropriated but should 
be regularly returned to free surplus in 
amounts corresponding to the write-offs to 
operation of the plant assets in question. As 
a matter of technical procedure, dividend 
appropriations should not be charged di- 
rectly to special reserve accounts. The re- 
serve should first be returned to free sur- 
plus, where this is justified, and the divi- 
dend appropriated from such surplus. It is 
of course imperative that full information 
as to the source of all such dividends be pre- 
sented in the periodic reports. 

Where stock dividends have been declared 
from earned surplus in boom years is it 
legitimate to reverse the process in a period 
of depression, particularly in those cases 
where cash position warrants the payment 
of a dividend? It seems to me that the an- 
swer is yes, assuming the procedure to be 
properly controlled and explained. Of 
course if it could be legally arranged a rea- 
sonable alternative would be a pro-rata dis- 
bursement of capital without restoration of 
surplus. I may add that with respect to the 
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general question of capitalization and un- 
capitalization of surplus my own prejudice 
is in favor of informal capitalization as ear- 
marked surplus rather than formal capital- 
ization as stock dividends. However, this is 
not the place to attempt to state the case 
against stock dividends as a feature of cor- 
porate financial policy. 


CHARGING OFF PLANT VALUES 


Perhaps the major phenomenon of the 
depression from an accounting standpoint 
is the wholesale amortization of plant 
values by means of what are, in the last 
analysis, charges to capital. The trans- 
formation of capital into surplus and the 
use of such surplus to absorb plant write- 
downs and for other purposes goes on apace 
and the whole question has developed so 
rapidly that seasoned opinion as to the 
validity of the movement and the methods 
employed are lacking. The question is so 
broad that it will be possible here merely to 
outline my impressions with respect to a few 
angles of the problem. 

In the first place I would say that the 
attention of accountants should be directed 
primarily toward an analysis of the prob- 
lem and the development of proper methods 
of procedure and the adoption of a hard- 
boiled attitude of complete condemnation 
of the movement should be avoided. Un- 
doubtedly the motivation lying back of 
many of these adjustments is no more 
praiseworthy than that which brought 
about many of the write-ups in the boom 
years preceding. And it is equally apparent 
that the procedures being followed are in 
many cases just as unsystematic and im- 
proper as were the procedures followed in 
many of the earlier write-ups. On the other 
hand it must be admitted that at least a 
few managements have given the problem 
systematic attention and are attempting to 
make adjustments on the basis of sound 
long-run policy and sound methods of pro- 
cedure. 

Having adopted a general attitude 
toward the problem, the next step is the 
analysis of the phenomenon of alleged 
shrinkage in plant values. As a result of 
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such analysis there are disclosed several 
more or less distinct types of plant condi- 
tions: 

1. Plant subject to accrued obsolescence 
although still in use. 

2. Plant values where substantially com- 
plete economic elimination has been 
suffered—property out of use, having 
no reasonable prospect of return to 
use. 

8. Value of plant units not in use but 
which can reasonably be expected to 
be returned to use in the near future. 

4. Value of standard plant units in use, 
but only to a fraction of normal ca- 
pacity. 

In addition must be faced the general ques- 
tion of the significance of the relatively low 
level of construction costs now prevailing, 
and the question of the treatment of the 
element of appreciation in existing book 
values resulting from past appraisals. 

With respect to the first type of situa- 

tion there can be little question as to the 
proper treatment, whether we are in a 
period of depression or in some other phase 
of the business cycle. If there is wnmistak- 
able evidence of accrued obsolescence in 
property still in use over and above that 
represented by the existing depreciation al- 
lowance or reserve—in other words, if the 
existing provision or accrual is inadequate 
—an appropriate adjustment of the de 
preciation reserve is in order, the amount 
being charged—to the extent that it ap- 
plies to past years—to earned surplus, or, 
to the extent to which surplus is not avail- 
able, being carried as an accumulated loss 
or deficit. Incidentally it should be noted 
that cost of replacement has nothing what- 
ever to do with the value of obsolete or semi- 
obsolete property, the opinion of the pro- 
fessional appraiser notwithstanding. The 
implicit fair market value of such property 
is the present worth of the net returns or 
rentals which can be expected to be derived 
from its services during the few years of 
life remaining, plus the discounted value or 
present worth of the net salvage or sale 
value which may be expected. Ideally, the 
net book value of the property should be 
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reduced to this basis. Estimating such value 
is often a difficult matter, but the principle 
involved is clear. 

Precisely the same conclusion may be 
reached—whether in a period of depression 
or not—with respect to property which is 
not in use and which there is no reasonable 
ground for assuming will be returned to use 
on any significant scale. The value of such 
property is the net sale or salvage value, if 
any, and the sooner such property is dis- 
posed of and closed from the records en- 
tirely, the better. There is without much 
doubt a large amount of plant property in 
just this state at the present time. Of course 
there is often a tendency for a management 
to hope against hope and insist that such 
property is an asset rather than a loss up 
to the day of actual scrapping, and failure 
to book economic retirements which have 
not reached the status of final physical re- 
tirement is one of the most common errors 
in plant accounting the country over. When 
a unit of property is substantially out of 
use, and there is only the slimmest chance 
that it will ever be restored to use by the 
present owners, it is in effect retired and 
should be written down to estimated salvage 
on the books. 

The third type of situation—that of 
plant not in use but which can be expected 
to be restored to some reasonable degree of 
activity shortly presents a more difficult 
problem of valuation. The maximum value 
to be assigned to such property, obviously, 
is cost less liberal accrued depreciation, in- 
cluding the influence of obsolescence and 
similar factors. In a period of depression 
like the present the question arises as to 
whether such value should be written down 
to cost of replacement. This general ques- 
tion will be considered briefly a little later. 

The fourth type of situation—that of 
standard, up-to-date plant units in use but 
not operated to normal capacity—likewise 
raises the question of the influence of the 
cost of replacement and the general price 
level. One thing seems clear—assuming that 
such property has been adequately depre- 
ciated—arbitrary revision downward, 
based on the percentage of overcapacity as 
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estimated for the immediate future is hard- 
ly justified. The capital invested in a bus, 
for example, is not reduced because of a 
reduction in traffic, although of course the 
sale value of the entire enterprise may be 
diminished as a result of a declining volume 
of business. Instead of holding that the 
plant assets have lost their value and should 
be in part amortized it is more reasonable 
to describe the condition by saying that the 
capital cost per dollar of revenue is increas- 
ing as a result of the changed situation; it 
now takes more dollars of bus investment 
per. passenger carried. Similarly in many 
plants capital costs per dollar of sales 
have been increasing because of diminishing 
volume, but it does not necessarily follow 
that these costs should be eliminated or 
adjusted through premature amortization. 

I realize that I am getting on treacherous 
ground here and veering toward a discus- 
sion of effective business costs in relation to 
selling prices of products. I am well aware 
of the fact that the costs which may be most 
influential in determining prices during a 
particular market situation may be the 
costs of producers recently in the field, with 
the latest type of plant assets, and perhaps 
favorably situated as to the matter of over- 
capacity. I also realize that other concerns 
less favorably situated must meet the com- 
petition of the most effective producers or 
drop by the wayside. But because a par- 
ticular concern must match the selling price 
of another concern it does not follow that 
in its cost accounts it must or can match 
the costs of the competitor. In our enthu- 
siasm for placing the accounts of various 
concerns “on a comparable basis” we 
mustn’t be misled into attempting, artifi- 
cially, to make them the same. Comparison 
of yellow and red flowers in a garden is not 
facilitated by painting all the red flowers 
yellow. Please remember that we are keeping 
the accounts and preparing the statements 
of particular enterprises, and that with re- 
spect to the matter in hand we are showing 
their costs, not those of some other enter- 
prise. Further, in this period when over- 
capacity is the rule rather than the excep- 
tion it is questionable if the effective price- 
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influencing costs on the market are those of 
producers who are not plagued by over- 
capacity. Where, in many fields, do you 
find any such producers? In fact in a time 
like this cost has been temporarily eclipsed 
as a price-determining factor, for the in- 
dividual concern or for business in general. 
As the economist has always insisted, it is 
only in the long-run, in considerable meas- 
ure through the painful process of the 
elimination of the less fit and fortunately 
situated producers, that cost plays its réle 
in the price system. But does it follow that 
because costs do not determine the prices of 
our products under present conditions that 
we should not compute them? Not at all. 
It is as important as ever that costs be ac- 
curately computed, so that the extent of 
success or failure may be periodically meas- 
ured. 

I would not insist that the maintenance 
and depreciation of completely idle units 
should be included in the assigned costs of 
production. Nor would I even insist that 
the entire maintenance and depreciation 
charges arising in connection with units 
which are used to but a fraction of reason- 
able capacity be charged in full into the 
assigned costs of particular items of prod- 
uct. But I think it can still be urged that to 
show the correct picture of the business as 
a whole through a year of reduced volume it 
is necessary to include as charges some- 
where the full quota of maintenance and de- 
preciation on the costs of all the property, 
subject to the qualifications already noted 
which bear upon certain types of plant 
situations. 

One of the serious objections to arbi- 
trary and sweeping write-downs of plant 
values lies in the fact that from the stand- 
point of succeeding income reports the 
policy is decidedly non-conservative. Where 
a management radically reduces or elimi- 
nates plant costs, although the plant con- 
tinues to function, it is obvious that the 
income sheet is thereafter relieved, for a 
time, of certain operating charges. A better 
showing accordingly results, particularly if 
and when the volume of business expands. 
But are income statements so contrived to 
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be deemed accurate, reasonable, or proper? 
And what of the situation years hence when 
it is necessary to replace property which is 
finally eliminated and restore depreciation 
and similar charges? It is apparent that 
the arbitrary treatment of plant values 
may result in serious misstatements of op- 
erating results over a period of many years. 

Turning now specifically to the general 
question of cost of replacement as a basis 
to which plant values might be amortized. 
Current conditions have engendered con- 
siderable sentiment in support of revision 
downward to a cost of replacement basis, 
just as the years of advancing prices en- 
gendered much sentiment for revision in the 
other direction. Undoubtedly quite a strong 
case can be made for the general doctrine. 
In fact I have, at various times, attempted 
to make such a case myself. In the present 
connection I will content myself with simply 
noting that cost of replacement is no royal 
road to unquestionably sound plant values. 
In the first place cost of replacement means 
very little if anything in the case of obsolete 
or semi-obsolete property which is not being 
reproduced in the form of a constant flow 
of new plants and new machines. Second, 
the complex plant property of modern times 
is so specialized that much of it, even in the 
case of the newest and best types, will never 
be reproduced in precisely the same form. 
Third, in a period of serious depression, 
with construction activity paralyzed and 
replacements of equipment greatly cur- 
tailed, estimated costs of replacement are 
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because of the very fact of inactivity in con- 
struction and replacement. Once it becomes 
apparent that reconstruction and renewal 
on a large scale are being inaugurated on 
the present price level the importance of 
replacement cost in plant valuation will be 
greatly magnified. Fourth, indulging in re- 
placement cost estimates is at the best an 
expensive pastime and the results in the 
case of complex properties are always high- 
ly controversial. 

Assuming for the sake of argument that, 
in a particular instance, a management is 
bent upon writing down plant values, and 
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that a fairly sound case for the adjustments 
has been made, how may the write-down be 
handled and controlled to the best advan- 
tage from the standpoint of sound account- 
ing procedure? I have alresdy indicated a 
treatment for accrued obso’ ence and spe- 
cial retirements. In the case of the write-off 
of appreciation still on the books the charge 
should logically be to the balance of the 
special reserve or surplus created upon the 
occasion of the original recognition of the 
appreciation. In general the accomplishing 
of the write-off through the reduction of the 
capital fund and the creation of a special 
trick surplus against which to charge the 
loss is objectionable, notwithstanding the 
great popularity of this device at the mo- 
ment. In the case of the write-off of ques- 
tionable intangibles and other items of 
padding used to give apparent validity to 
a nominal capital figure it can be agreed 
that the charge may be to capital as this 
simply involves the correction of an original 
misstatement, but the transfer of actual 
paid-in capital to surplus for the purpose 
of absorbing losses, even if taken care of 
with all the legal formality imaginable, is 
not an obviously desirable procedure. 
Rather, the losses should be accumulated as 
a deficit or negative surplus. Such an 
amount would be an offset to capital to be 
carried as a contra to the capital account 
in the balance sheet, but this treatment 
would avoid actual cancellation of a portion 
of the original capital commitment. In this 
way the entire history of the enterprise is 
preserved intact and the fact that the con- 
cern has absorbed some serious jolts is not 
obscured. In contrast to this, popular pro- 
cedure makes it quite possible for the man- 
agement to eliminate all trace of the un- 
pleasant events from the picture and in 
many cases in fact the entire adjustment 
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leaves the concern, for good measure, with 
a nice fat “surplus” account; and this un- 
doubtedly suggests to the average person 
examining the revised statement (and is in- 
tended to so suggest) that far from having 
been down in the dumps the concern has just 
concluded an era of profitable operation. 

It is not to be denied, as pointed out by 
Hatfield, that situations arise in which re- 
duction of capital can reasonably be voted 
and approved by the authorities on the 
ground a condition has developed in which 
it has become apparent that the concern 
can operate now and expects to operate in 
the future with a smaller capital investment 
than the original commitment. Under such 
a condition the capital may be formally re- 
duced by a liquidating distribution to stock- 
holders, or by the purchase and retirement 
of some of the stock. If the portion of 
capital which it is proposed formally to 
eliminate has been lost as a result of un- 
successful ventures and activities the reduc- 
tion may still be countenanced, under prop- 
er control, if there is adequate protection 
for creditors and it is feasible to continue 
the operations of the concern with a re- 
duced capital investment. But the kind of 
tinkering we are witnessing on every side 
nowadays is for the most part not at all on 
a plane with bona fide adjustments of the 
type just indicated. What we are seeing is 
a general effort to break down the basic 
distinction between capital and surplus; 
and the accountant who believes that cor- 
porate reporting should be based on the 
principle that the actual facts are to be 
displayed, as nearly as may be determined, 
and who does not look upon accounting as 
the art of systematic misrepresentation 
stopping just short of falsification, cannot 
be blamed for being uneasy about the situ- 
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ACCOUNTING INSTRUCTION IN FRANCE 


Max J. WaAssERMAN 


CCOUNTING does not occupy the hon- 
A ored position in the French system 
of education which falls to its lot 
in the United States. The French make but 
little provision for it and do this in what 
appears to some a grudging manner. The 
reason for this situation must be sought 
in the theories which underlie their educa- 
tional scheme and which differ in important 
respects from those which form the basis 
of our own system. 

The French schools undertake the prep- 
aration of young Frenchmen and French- 
women for citizenship in a highly central- 
ized democracy with aristocratic and mo- 
narchic traditions. While their schools are 
democratic, they rest upon a theory of 
democracy somewhat different from our 
own. Unlike ours they do not undertake to 
educate the mass of the citizenship in the 
secondary and college branches. A primary 
education is given to all, but the secondary 
education is reserved for an élite—not 
moneyed, but intellectual. The French be- 
lieve that secondary education is only 
adapted to those who have demonstrated 
their intellectual capacities to profit by it. 
In French universities this practice is even 
more marked. The weaker students are here 
excluded by a rigorous series of examina- 
tions and consequently only those of dem- 
onstrated abilities are admitted. It is inter- 
esting to note in passing that the univer- 
sity students are frequently poor; scholar- 
ships and subventions are provided to aid 
them. 

The education received by this élite is de- 
cidedly classical in character. In the sec- 
ondary schools stress is laid upon funda- 
mentals such as the classical languages; 
French grammar, composition, and litera- 
ture; modern languages ; mathematics; his- 
tory; and the sciences. Although several 
curricula are open, none of them offer any 
vocational preparation. All attempt to give 
the student a thorough cultural back- 


ground while each particular program 
stresses this or that phase of general cul- 
ture. The universities undertake solely 
training in letters, science, law, and medi- 
cine where again the cultural aspects are 
emphasized. For those who desire prepara- 
tion in engineering, commerce, library sei- 
ence, agriculture, and the like, a large num- 
ber of special schools are available. 

The French school system is under the 
direct supervision and control of the Minis- 
try of Public Instruction and comprises 
two classes of establishment: public and 
private. While both systems include insti- 
tutions of all kinds, from the grammar 
schools to the universities, the former is 
much more important than the latter. The 
public establishments have the right to give 
diplomas in the name of the State and they 
are the only ones permitted to confer de- 
grees. These diplomas and degrees have an 
official value; they permit the practice of 
certain professions such as the law, medi- 
cine, and pharmacy without further ex- 
amination. The professors in these insti- 
tutions are appointed by the national or 
local authorities after a competitive ex- 
amination, while the nomination of pro- 
fessors by the private schools is subject to 
the approval of the Minister of Public In- 
struction. 

If exception be made of the business col- 
leges, the night and correspondence schools, 
instruction in accounting is offered solely 
in the schools of commerce and the special 
university institutes. No provision is made 
for it in the regular grammar and second- 
ary schools or in the universities. The 
French theory here is that a student should 
first acquire the fundamentals of a cultural 
education before undertaking the study of 
this “vocational” subject. The commercial 
schools, somewhat outside of the regular 
system, provide for this training. They may 
be roughly divided into two groups: those 
designed to complement primary education, 
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and those which follow a full or partial sec- 
ondary training. 

The commercial schools which follow pri- 
mary training need not long arrest our at- 
tention. Their three-year programs have 
as object the formation of clerical employes 
for industrial and commercial concerns. 
During the first two years, courses of a 
general nature, destined to supplement the 
training afforded by the primary schools, 
are required. Several hours each week are 
thus given to a study of French, ethics, his- 
tory, arithmetic, algebra, and geometry. 
Various programs are provided; the 
schools in each region offering courses de- 
signed to prepare the students for the par- 
ticular type of economic activity which is 
found there. Accountancy, or perhaps more 
precisely, bookkeeping, occupies an impor- 
tant place in all curricula. 

If one examines the texts employed in 
the teaching of bookkeeping in these schools 
one is struck by the progress which has 
been made in the approach to, or the pres- 
entation of, the subject. The older texts 
resemble those which we used some twenty 
or thirty years ago. The modern texts at- 
tempt to introduce the student to the sub- 
ject by a preliminary analysis of the com- 
mercial acts which give rise to bookkeeping 
entries. When once these have been learned 
attention is then given the accounts and 
the books designed to receive the results of 
these transactions; this is what might be 
termed the ledger or account approach. 
Some of the textbooks give a theoretical ex- 
position of the nature and properties of 
accounts and conclude with a study of fi- 
nancial statements. In others, the theoreti- 
cal bases of accountancy come in for treat- 
ment and the organization of systems is 
sometimes included. One modern work at- 
tempts to introduce the student early to the 
principles of cost accounting and employs 
a combination of the ledger and cost ap- 
proaches to the subject. The theoretical 
and illustrative material is supplemented 
by a series of problem exercises and work in 
the “practice offices.” 

The second category of schools of com- 
merce, those designed to supplement sec- 
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ond:ry education, are of several types: the 
higher schools of commerce and industry 
(écoles swpériewres de commerce et d’indus- 
trie), The School of Higher Commercial 
Studies (Ecole des Hautes Etudes Commer- 
ciales), and the institutes of commercial 
education attached to some universities. 
The higher schools of commerce propose to 
form senior clerks, junior executives, and 
department heads for all types of enter- 
prises. These are private schools created, 
owned, and supported by local chambers of 
commerce and which have been recognized 
by the State. They are subject to the su- 
pervision of the Minister of Public Instruc- 
tion, under the decrees of April 30, 1906, 
and September 30, 1910, who must approve 
their programs, curricula, examinations, 
and faculty. Students, in order to register, 
must be at least fifteen years of age and 
either pass an entrance examination or hold 
certain state degrees or diplomas. The 
courses, which are usually of two years’ 
duration, vary according to the commercial 
and industrial needs of the region in which 
the school is located. Foreign languages, 
economic geography, commerce, industrial 
and commercial technique, economics, com- 
mercial law, and accountancy occupy im- 
portant places in the curricula. 
Accountancy is not taught here by what 
we might term the textbook method, so 
popular in many American institutions of 
higher learning. A combination of lectures 
and laboratory practice is used. The lec- 
tures are of a high calibre viewed from both 
form and content and, if taken down as 
delivered, would form a respectable manual 
for the course. The practical exercises be- 
gin with simple problems, then, when the 
fundamentals have been mastered, they 
proceed through more difficult exercises un- 
til finally the student is keeping the skele- 
ton books of a complicated theoretical busi- 
ness enterprise. Business men, and the 
journalists of the business press, have fre- 
quently claimed that this training was too 
theoretical. These criticisms have led the 
schools to make the courses as practical as 
possible, though the wisdom of this practice 
is not as apparent as it might seem. 
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The content of the courses is much the 
same all over France; the tendency towards 
uniformity in subject matter is one of the 
characteristics of their system of educa- 
tion. There are, of course, several meth- 
ods of teaching the same material. While 
some may employ a theoretical or mathe- 
matical approach, the ledger or the ac- 
count method is frequently used. After a 
summary introduction to the various types 
of business transactions, the students pro- 
ceed rapidly to an examination of accounts, 
their handling, and functions. After this 
phase of the work has been mastered, they 
study the books, forms and statements, 
systems, and finally cost accounting ( comp- 
tabilité industrielle). Another method be- 
gins by a rapid examination of the nature 
of business, the different types of commer- 
cial operations, and the responsibilities of 
business men. Then the functions of the 
various books of account are studied and 
the type of transaction which each book 
receives is learned. Up to this point, no 
accounting, properly speaking, has yet 
been taught. An introduction to the sub- 
ject has been given, but this is all. The sec- 
ond, or accounting, part of the course be- 
gins with the theory of double entry ac- 
counts. Journalization is next examined 
in a practical way, as is the ledger and 
the combined journal-ledger. The same 
practical point of view is maintained as the 
trial balance (balance mensuelle), inven- 
tory, the theory and treatment of depre- 
ciation, reserves, profit, and capital are 
studied. There follows an analysis of the 
handling of inventories, controlling ac- 
counts, statistics, and financial mathe- 
matics. The special accounts of corpora- 
tions and joint stock companies are then 
summarily treated and the course concludes 
with a short introduction to costing. All 
of this work is practical in character and 
what theory is developed should be prop- 
erly termed the elementary applied theory 
of accounts. 

The class is expected to supplement the 
work of the courses by outside reading, 
done in a somewhat less formal method 
than that which applies in our own univer- 


sities. Many students parallel the class 
room explanations and exercises by read- 
ing in one or more textbooks while the bet- 
ter students read special treatises on the 
various fundamental questions which arise 
in the work. Only those who do much sup- 
plementary reading in the more profound 
works receive an adequate training in the- 
ory. 

The Parisian School of Higher Com- 
mercial Studies is the only one of its kind 
in all of France. Owned, managed, and sup- 
ported by the Chamber of Commerce, it is 
subject to the supervision of the Ministry 
of Public Instruction. It was founded in 
1881 to meet the needs, which had long 
been felt, for a commercial school of upper- 
class and graduate calibre. Entrance is 
obtained by passing a competitive exam- 
ination of a difficult nature—difficult by 
reason of the subject matter and the pro- 
portion of candidates to places open. Pro- 
spective students must be 17 years old 
and most of them have obtained the French 
baccalaureate degree—diploma  corre- 
sponding roughly to the completion of the 
first two years’ work in an American col- 
lege or university. 

The course, which requires two years for 
its completion, includes accountancy, analy- 
sis and testing of raw materials and semi- 
finished goods, history of commerce, eco- 
nomic geography, law, public finance, eco- 
nomics, and transportation. Its aim is to 
form business executives and managers, 
who, naturally, will have greater need for 
knowledge of accounting principles than 
for detailed information of bookkeeping 
routine. They will need sufficient acquaint- 
ance with the subject to enable them to 
direct accounting policy, to contribute to 
the solution of the problems which may 
arise, and to interpret statements. The 
courses, therefore, stress theory and prin- 
ciples and do not demand that the student 
perform an inordinate amount of practical 
work. The lecture method is employed and 
much reading in both textbooks and special 
treatises is expected. Since the course is 
but two years in duration, it is impossible 
to give the subject the same detailed treat- 
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ment as in our four-year college of com- 
merce accounting curricula. But those of 
our commerce students who prepare for 
general business careers commonly take 
but two years’ work in the subject. Hence, 
the pupils of this school, as do our own 
general business majors, master the funda- 
mental principles of the science and gain 
some insight into the technique of cost ac- 
counting work. The special phases of the 
subject, such as auditing, systems, and con- 
trol, can only be touched on lightly. 

No place is made, in the various regu- 
lar university departments, for accounting. 
This practice, as has already been noticed, 
would not fit the educational theory upon 
which the universities are based. There- 
fore, such accounting as is taught under 
university auspices is given in university 
institutes, separate from the university, but 
closely related as to faculty and adminis- 
tration. Two types of these schools com- 
monly offer work in the subject: the insti- 
tutes of commercial education and the prac- 
tical law institutes, both of which are usu- 
ally attached to the university law schools. 

A solid training in law is regarded by 
many Frenchmen as an excellent prepara- 
tion for business and a surprisingly large 
number of young men attend the law 
schools for this purpose. The nature of the 
instruction which they offer will account 
for this tendency. They attempt to give a 
cultural training in the law at the same 
time that they teach the necessary legal 
principles to qualify the students for legal 
practice. These schools teach not only the 
rules of law, but its theory, philosophy, 
history; the fundamentals of legal sys- 
tems; and comparative law. In addition to 
these purely legal disciplines, public fi- 
nance, economics, labor problems and leg- 
islation, and political science, are also 
taught. The various institutions with which 
the law deals are examined: for instance, 
in the course in commercial law, banks, 
insurance enterprises and principles, fi- 
nance, stock exchanges, and the like are 
analyzed. They are, in reality, schools of 
social science, rather than law colleges in 
the narrow or technical sense of the term. 


The case method is not employed in the 
class room, but in the seminars where it is 
used purely as an accessory discipline. 
Under these circumstances it is no won- 
der that many young Frenchmen seek a 
preparation for business in these institu- 
tions. Since it is not possible, under the fixed 
programs set down by the Ministry, to 
offer certain important business courses in 
the law schools, it was necessary to create 
separate schools for this purpose. To meet 
these needs, the university commercial in- 
stitutes and the institutes of practical law 
were created. Those enrolled in these insti- 
tutes are generally law school students who 
follow work here to supplement and comple- 
ment the instruction of the colleges of law. 
These establishments provide two years’ 
work and offer courses in accountancy, 
which are commonly less practical than the- 
oretical, and are designed to give future 
business executives sufficient knowledge of 
the subject to enable them to interpret re- 
sults and statements. But little work in the 
special fields such as auditing, systems, and 
control is given. The courses are taught 
by the lecture method with accessory prob- 
lems to illustrate the principles explained. 
Here again the students do much reading 
in the field. The professors do not aim 
to fit the students for the practical work 
of the accounting department or for the 
practice of public accounting; they at- 
tempt to give training in fundamentals, and 
provide the necessary background for fur- 
ther study of the subject after graduation. 
The proximity of these schools to the 
university tends to make the work highly 
theoretical; to stress the cultural aspects 


of the study more than anything else. There 


is a tendency for the professors to feel 
that the intellectual development of the 
pupils, which the discipline affords, consti- 
tutes their main goal. While there is cer- 
tainly much to be said for this point of 
view, it must be remembered that the stu- 
dents, upon graduation, will be expected to 
put their knowledge to some practical use. 

Such is the situation of accounting in- 
struction in France. While at present its 
status may leave something to be desired, 
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its future may be bright. Since the promul- 
gation, in 1927, of a decree creating an 
official state examination and title for pub- 
lic accountants, the need of larger oppor- 
tunities for work in this subject is certain 
to be felt. Further, this instruction will 
need to be of a somewhat different charac- 
ter, because at present there is no institu- 
tion which undertakes to prepare for the 
profession of public accounting. In order 
to obtain the new state title it is necessary 
to pass comprehensive preliminary and 
final examinations providing for subjects 
which are not taught in any detail by the 
several schools. It is possible, therefore, 
that the future will witness important 
changes in the accounting curricula of the 
French schools. 

There are some aspects of American ac- 
counting instruction which should now 
prove of interest to France. The American 
accounting professor and his associations 
have here an outstanding opportunity for 


the expansion of their sphere of influence 
and for rendering service to the cause of 
accounting. This can be accomplished by 
several means: visits, by American profes- 
sors, to France during sabbatical years or 
under fellowships granted by our several 
foundations; the wider dissemination of 
Tue Accountine Review and other ac- 
counting journals; exchange professor- 
ships in American universities offered 
French colleagues ; correspondence between 
French and American professors, account- 
ants, and their associations. There is here 
an opportunity for leadership and for con- 
tribution which ought not to be overlooked 
and which, if taken, should finally pave the 
way for the elaboration of an international 
science of accounts. When once set on its 
feet, the international science of accounts 
will aid materially in realizing some of the 
ideals which both American and French 
instruction in accounting hopes to at- 
tain. 
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STOCK YIELDS, STOCK DIVIDENDS 
AND INFLATION 


GaBriEL A. D. PREINREICH 


I 


HE yield of bonds has long been rec- 
[cesses as capable of mathematical 

determination ; bond tables have long 
been in general use. In the case of stocks 
variations of income and differences of 
opinion as to what constitutes income make 
the computation of the yield more difficult. 
The methods in use are less scientific and 
the meaning of the word “yield” is subject 
to various interpretations. 

The simplest ratio often called “yield” 
is obtained by dividing the annual dividend 
payments per share by the market value of 
a share. This ratio disregards corporate 
earnings, which may amount to more or less 
than the dividends paid. A second concep- 
tion of the yield has accordingly developed, 
commonly represented by the quotient of 
corporate earnings and market value per 
share. Theoretically, the yield of an invest- 
ment is the ratio which the difference be- 
tween two consecutive measurements of the 
capital level bears to the average capital 
level of the period elapsed. Practically a 
host of disturbing influences makes it diffi- 
cult to measure the capital level with the 
desired degree of accuracy. In the present 
essay an attempt is made to separate sec- 
ondary disturbances from the basic phe- 
nomenon and to develop the laws of the 
yield to serve as a trend-line or axis mark- 
ing the theoretical position of the equilib- 
rium around which the actual oscillations 
of market values must, in the long run, be 
evenly distributed. 

In the case of a bond it is well known that 
its present value is obtained by discounting 
each of the future payments promised on its 
face at the money rate prevailing at any 
given moment. The money rate, in this 
sense, is individual rather than general, 
that is, it includes a charge for risk de- 
pendent upon the merits of the bond. Dis- 


regarding all legal and even some economic 
differences between common stocks and 
bonds and considering only their income- 
yielding possibilities, it may be said that a 
common stock is a bond which promises 
future payments indefinite in number and 
amount. 

The value of a perpetual bond depends 
upon two main factors: the effective coupon 
rate and the money rate. The former di- 
vided by the latter gives the market price 
of each dollar of face value. In the case of 
common stock, the rate corresponding to 
the effective coupon rate is the earning 
rate, e.g., the ratio which the annual earn- 
ings of a share bear to its average book 
value for the year. In emulation of the 
procedure followed for the valuation of a 
perpetual bond, the market price of a share 
of common stock is often considered to de- 
pend upon the quotient of the earning rate 
over the individual money rate reflecting 
the merits of the stock. 

At this point attention must be called to 
an essential difference between a bond and 
a share of common stock. A bondholder 
earns a constant return on a constant capi- 
tal, whereas a stockholder frequently ob- 
tains a more or less constant rate of return 
on an increasing capital, because a portion 
of the corporate earnings has been rein- 
vested by the company. There are various 
kinds of corporations: some are unable to 
reinvést their earnings, others can do so 
only in part, still others can use every cent 
they earn and there are exceptional cases 
where the retention of the entire earnings 
is insufficient to provide for expansion. It 
is an important duty of the corporate man- 
agement to formulate dividend policies 
which conform to these conditions. Thus a 
company which can not reinvest its earn- 
ings must distribute them; slowly expand- 
ing companies will distribute the difference 
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between the total earnings and that frac- 
tion which can be reinvested, while rapidly 
expanding companies will not only endeavor 
to retain all earnings but will in addition 
distribute subscription rights to attract 
new capital. A seemingly contradictory 
procedure, which is nevertheless quite com- 
mon, is to distribute cash dividends and 
then get back more than the amount dis- 
tributed by issuing rights. Stock dividends 
are well adapted for the purpose of giving 
the stockholder a tangible evidence of an 
increase in his wealth without reducing the 
resources available for expansion. 

It is not generally realized that one of 
the principal considerations affecting the 
market value of common stock is this ca- 
pacity of a corporation to expand, that is 
to compound its own earnings. The rate at 
which the company can increase its capital 
from year to year without decreasing the 
earning rate per dollar invested may be 
called the expansion rate. If a company can 
earn a constant return on each unit of capi- 
tal and if the number of units increases 
through reinvestment of earnings, it fol- 
lows that, instead of a constant principal 
plus an annuity of equal payments, the 
stockholder owns a principal sum and an 
annuity, both of which grow at the expan- 
sion rate. It further follows that if the ex- 
pansion rate is equal to or higher than the 
money rate at which future payments are 
discounted to obtain their present value, the 
theoretical market price of the investment 
is infinite. 

This is the first important conclusion 
which must be reached by the explorer of 
the laws of the yield. It emphasizes the 
tremendous difference in value between a 
constant and an expanding investment and 
shows that the time-honored method of ap- 
praising a security through the simple 
process of dividing the annual earnings by 
the desired rate of return leads to an ac- 
ceptable result only in the case of a bond 
or a share of stock in a corporation which 
has reached the limit of its expansion. 

To obtain a formula which will do justice 
to the often neglected factor of expansion, 
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it is necessary to reason further. If the 
theoretical value of an investment expand- 
ing at a rate higher than the money rate 
is infinite, why can it be bought at a price 
which, although higher than that of a sta- 
tionary investment, is still moderate? Be- 
cause it is impossible to imagine that a com- 
pany will go on expanding forever. The 
investor appraising the stock is willing to 
concede only that the company will con- 
tinue to expand for a small number of years 
representing the limit of visibility into the 
future. For what lies beyond, he is not 
willing to pay more than the present value 
of a perpetuity of equal payments (N.B. 
The difference between the present value of 
a perpetuity and that of a bond maturing 
in a hundred years or more is negligible for 
ordinary purposes). Whenever the limit of 
visibility is shorter than the actual period 
during which the company will continue to 
expand, an undervaluation of the stock 
must result. 

To illustrate, let us assume that a cor- 
poration has in the past demonstrated not 
only its power to earn an average of $1 per 
annum on every $10 of book value, but also 
its ability to reinvest those earnings from 
year to year without bringing about a de 
crease in the return stated. As far as ex- 
pansion is concerned, the investor refuses 
to look more than—let us say—ten years 
ahead, but he believes that the company will 


be able to earn 10% on its capital for sev- | 


eral generations after it has lost the ability | 
to reinvest those earnings. What is the fair | 


present value of this investment to yield 
5%? 

The present value of a perpetuity of $la 
year would evidently be $20, but this stock 
is expected to yield considerably more than 
$1 a year. First of all, a present capital in- 
vestment of $10 will increase to 10 X 1.1" 
in ten years. At that time, according to 
the assumption, the company will cease 
to expand further, but will continue to earn 
10% on the accumulated capital. In the 
absence of an opportunity for reinvestment 
these earnings will have to be distributed, 
yielding to the present purchaser of a $10 
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equity a perpetuity of $1.1°° or $2.59 per 
annum, the first payment to be made eleven 
years from now. The present value of this 
perpetuity one year before the date of the 
first payment is $51.87. Dividing by 1.05”, 
the value of a present corporate equity of 
$10 is found to be $31.844 instead of 
$20.00, as estimated on the basis of mere 
earning power, without due regard to the 
capacity for expansion. 

Let us see now, what happens a year 
after the acquisition of the $10 equity for 
$31.844. If the investor’s original estimate, 
that the company will expand for 10 years 
and no more is borne out by the consensus 
of opinion a year later, the value of the 
stock will have risen to $51.87:1.05°= 
$33.486; an increase of $1.592 yielding a 
5% return as expected. As a matter of fact, 
however, the investor did not really estimate 
that the company would stop expanding at 
the end of ten years; he merely refused to 
look farther ahead. If prospects remained 
unchanged during the year elapsed, he will 


again be willing to look ten years ahead 


and, seeing no signs of an approaching sat- 
uration point, will be inclined to repeat last 
year’s bargain of buying a $10 equity for 
$31.844. By doing so, he will pay $31.844 
for ten-elevenths of the equity which cost 
the same amount a year ago, that is, the 
market price of last year’s $10 equity, 
which has become this year’s $11 equity, 
has risen from $31.844 to $35.028; a yield 
of 10%. Through disinclination to look far 
enough into the future, the investment has 
been undervalued last year and will remain 
undervalued from year to year until the 
end of the expansion period is actually in 
sight. In the meantime the investor’s wealth, 
originally equalling the purchase price of 
$31.844, will be compounded at the rate of 
10% per annum, notwithstanding the fact 
that the company is compounding only the 
original book value of $10 at the same rate. 
For every $1 earned by the company, the 
investor’s wealth increases by $3.18! 

From the foregoing it may be seen that 
an investment in an expanding company 
legitimately enjoys a much higher average 
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annual advance in its market value than 
an equal initial investment in a stationary 
company. In other words, the half-truth, 
which has become almost axiomatic, namely 
that no investor can in the long run earn 
more on an investment in common stock 
than his share of corporate earnings, is 
valid only with respect to stationary com- 
panies. The stockholder of an expanding 
company, strange as it may seem, earns 
much more on his stock than the company 
earns on the same stock. In the long run his 
wealth increases, not by the amount of cor- 
porate earnings, but by the present value 
of all future services which those corporate 
earnings are capable of rendering in their 
capacity of new capital. 

When the earning and expansion rates 
are not equal, the situation is not so simple 
as in the example given. In general, the 
market value of the book equity consists of 
three separate items: 

A. The present value of the principal sum 
invested in the company which is to be 
returned on the unknown date of liqui- 
dation. 

B. The present value of all dividend pay- 
ments made during the period of expan- 
sion. To avoid an accumulation of 
sterile capital, all earnings in excess of 
the expansion rate are distributed. 

C. The present value of all dividend pay- 
ments after the end of the expansion 
period. The entire earnings are distrib- 
uted during this period. 

These three elements of the market value 
may be computed by recourse to algebra. 


Let e = earning rate 

zx = expansion rate 

n = number of years duri i earning 
rate will be maintained 

k = number of years during which the expan- 
sion rate will be maintained 

v = book value of a share 

m = market premium above book value 

v +m = market value of a share 


pi = market value of each dollar of book equity 


(1 + z)* = compound amount of one dollar of present 
k equity increasing at the expansion 
rate for k years. 
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(1 + i)" = compound amount of one dollar increasing at the money rate for n years. 
(1+2)* 


>, = present value of one dollar of book equity compounded for & years at the expansion 
(l+ a+ rate and remaining constant thereafter, to become payable at the end of n years 


from now. (Item A.) 


e — x = excess of earning rate over expansion rate (annual cash dividends per $1 book equity 


during the expansion period) 
(2 + 
(e— : sonidos ; = present value of an annuity of k payments i of a first payment of e — zand 
i-—2z subsequent payments growing at the rate z (Item B.). 


e(1 + z)* = the amount which a book equity of (1 + z)* will earn in the year k + 1 and sub- 
sequent years. 


1-———— 


Adding items A, B and C together, the following formula is obtained: 


= present value of a deferred annuity of n — k payments of e(1 t z)* each; the first 
payment to be made at the end of k + 1 years from now (Item C.). 


1 
otm (1+2)F 1+i (1 + 
v (1+ 1%)" i 
A B Cc 


If the company is expected to maintain 
its earning rate indefinitely, the formula 
can be simplified by placing n equal to in- 


rates are normal, a period of 100 years or 
more may be considered infinite, without 
causing a substantial error). 


finity. (N.B. When earning and money 


For n = 


Or saul in words: 


$1 compounded at earning earn. exp earn. exp. 
market value the expansion rate ( rate ) ( rate ) - ( rate ( rate ) - (=) 
of $1 book and discounted at | X ~~ > 
equity the money rate for (= (= 
the expansion rate rate rate / — \rate 
This is the formula from which the con- 4,2, |... etm site ) 
servative market price of an expanding in- ® tA\1L+¢ 
vestment should be computed. An appraisal ‘ 
on the simple basis of (earning rate over 
money rate) disregards the fundamental ,|, _ 
factor of expansion. Anexaminationof the = 
formula for special values shows that for k= wandz<i......... «“ =: 
i-z 
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These results may be restated in the form | 


of rules : 

(1) When the earning rate equals the 
money rate, the book value will equal 
the market value. 

(2) When an investment does not expand, 
its market value is based upon the quo- 
tient of earning rate over money rate. 

(8) When the expansion rate equals the 
money rate, the investment is worth 
more than if it did not expand at all, 
depending upon the excess of the earn- 
ing rate over the money rate and the 
number of years of future expansion. 
When the expansion rate equals the 
earning rate, the basic market value 
of an investment can be obtained by 
multiplying that value which it would 
have in the absence of expansion, with 
the present value of the final corpo- 
rate equity. 

(5a) When the investor hes not pay a 
premium for expanding power, even 
though it be present, the market prices 
of stationary and expanding invest- 
ments will not differ. 

(5b) The value of an investment expand- 
ing indefinitely at a rate higher than 
the money rate is infinite. 


(4) 


log i — log z + log (1+. 
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(5c) The value of an investment expanding 
indefinitely at a rate lower than the 
money rate can be obtained by dimin- 
ishing both the earning rate and the 
money rate by the expansion rate and 
dividing the result of the first subtrac- 
tion by that of the second. 

If money rates are very high, the 
market prices of investments are very 
low. 

If money rates are very low, the mar- 
ket prices of investments are very 
high. 

A corporation earning less than the 
money rate on tite equity invested in it 
can not compound those earnings 
profitably and therefore capacity for 
expansion will pass unrecognized, giv- 
ing the investment a stationary status 
(See 2 and 5a). 

If the market price of a share of stock is 
given, and the earning and expansion rates 
have been computed or estimated on the 
basis of past performance, it is interesting 
to ascertain for how many years the com- 
pany would have to continue expanding to 
make the present price attractive. For this 
purpose the formula can be transformed 


into: 


(6) 


(7) 


(8) 


II. 


log (1 + 2) — log (1 +4) 


logarithm logarithm 
of money) — | of expansion } + logarithm o 
rate rate 


~ (sat 


The value of the investment derived from 
formula I. may be called the “trend value” 
because it is based upon a study of graphs 
which compare the long-term trend con- 
structed from daily market quotations over 
a period of years with book values and dis- 
tributions. The formula, of course, is valid 
only in cases where earning and expanding 
power are the principal price-building fac- 
tors. It gives goodwill valuations and can 
not apply to investments which derive a 


logarithm of +(aP logerithen of 


pertion of their value from other sources 
such as the appreciation of real estate, etc. 
Furthermore, the trend value computed will 
not be more trustworthy than the elements 
entering into the computation and there- 
fore the scope of the formula is limited to 
the stocks of large companies engaged in 
the production of essential commodities or 
services which command a sufficiently wide 
and stable market. These conditions are ap- 
parently met by many public utility or 
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= 
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quasi-utility stocks listed on the New York 
Stock Exchange. 

Within these limitations the general law 
of the yield can be developed without diffi- 
culty. To simplify matters, the annual in- 
crease in wealth will be divided by the 
wealth at the beginning rather than by the 
average wealth for the year to obtain the 
rate of yield. That is an approximation 
which is commonly accepted. 

It was found that as long as earning rate 
and money rate remain constant, the mar- 


The Accounting Review 


ket (trend) value of a dollar of book equity 
invested in the productive unit remains con- 
stant. If the number of dollars invested in- 
creases at the expansion rate, the market 
price of the investor’s holdings will tend to 
increase in proportion. The total increase 
in the investor’s wealth will therefore con- 
sist of the difference between the market 
prices (trend values) of the stock at the 
beginning and end of the year, plus any 
earnings distributed in cash or property. 
Assigning the symbol “‘e” to the yield: 


(v + m) + o(e — z) 


(vo m)(1 + 2) — 
o+m 
trend 


at end 


( yield per $1 ‘ ( 


of trend value 


trend =) + ( cash ) 
at beginning dividends 


( trend value 
at beginning 


Performing the operations indicated and reducing: 
Ill. ve + mr 


(= x ( earning )+ ( trend ) x ( expansion ) 
( yield per $1 ) pond rate premium rate 


of trend value 


The annual return yielded by an invest- 
ment equals in the long run the earning rate 
on the book equity. plus the expansion rate 
on the market (trend) premium. 

When the entire corporate earnings can 
be reinvested, that is when the expansion 
rate equals the earning rate, this state- 
ment means that an investment in the 
trend value will, in the long run, increase 
at the same rate at which the corporate 
book equity is increasing through the reten- 
tion of earnings. For an expansion rate 
lower than the earning rate the situation 
may be illustrated as follows: 


Let e= 10% 
= expansion rate 
i= 5% = money rate 
k= 10 years = limit of visibility ahead (e.g. 
forecast of expansion period) 
= unit of book equity 


= earning rate 


o = $10 


With these data, formula I. gives a trend 
value of $25.97, of which $10 is the book 
equity ard $15.97 the market premium. A 
year later, the company will have increased 


the book value to $11, of which $10.60 is 


trend 
value 


the productive capital of the second year 
and 40¢ is the dividend awaiting distribu- 
tion in cash or property. The market price 
of the productive capital increased in pro- 
portion to its book value by $1.5582 to 
$27.5282, to which must be added the cash 
value of the dividend (unproductive capi- 
tal) to obtain $27.9282 as the market 
(trend) price of the stock before the divi- 
dend. The investor has experienced an in- 
crease in his wealth totalling $1.9582. The 
same result is obtained from formula III. 


10% of book equity , eee $1.00 
6% of market premium ($15.97)... 


The rate of yield is accordingly 
€ = 1.9582 : 25.97 = 7.54% 


Let us now assume that the expansion 
rate is 14%, all other data remaining un- 
changed. The trend value from formula I. 
will be $39.843. At the end of a year the 
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company will have earned $1 as before, but 
the capital needed for next year’s opera- 
tions is now $11.40, so that a shortage of 
40¢ must be raised outside. If this amount 
is readily obtainable, the market value of 
the $11 equity will not be 1.1 X $39.848 = 
$48.8273, but $45.021 in anticipation of 
the fact that a payment of 40¢ into the cor- 
porate treasury will make it worth 1.14 X 
$39.843 = $45.421. Rights entitling to the 
subscription, at book value, of one share for 
every 2714 shares held are thus worth 
$1.1937 on holdings purchased for $89.843 
a year ago. The new wealth of the investor 
is therefore composed of: 


Trend value of stock ex rights.............. $43 .8273 
Trend value of rights received.............. 1.1987 


Or computed from formula III: 


10% of book equity ($10)................. $ 
14% of trend premium ($29.843)........... 


39.843 
$45 ..021 


In this case then, the company earned 
10% on $10, while the stockholder earned 
18% on $39.843 invested in the same stock. 
If the rights are sold, the new stockholder 
is admitted upon the same basis as his pred- 
ecessor. Paying $1.5937 for a book equity 
of 40¢ is the same as paying $39.848 for 
$10. 

By substituting the trend value of an in- 
vestment per formula I. into formula ITI. 
and examining the result for special values 
of ¢, x, k, and i, various subsidiary laws 


of the yield can be obtained. 
e+ 
otm otm 
otm (1-+2 e-z 
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(1) If the corporate earning rate equals 
the money rate, the investment will not 
yield more than that rate, irrespective 
of whether the company is capable of 
expansion or not. 

(2) If the company is not expanding, the 
investment will not yield more than 
the money rate, irrespective of how 
high the earning rate may be. The 
amount yielded cannot be greater 
than the amount of corporate earn- 
ings. 

(3) If the expansion rate equals the money 
rate, the investment will yield more 
than that rate only if the earning rate 
is higher, but even if earnings were in- 
finitely high, the yield could not be 
higher than double the money rate. 

(4a) If the expansion rate is lower than 
the earning rate, the rate of the yield 
will also be lower but, since it is com- 
puted on the market (trend) value, 
the amount yielded may well be higher 
than the amount of corporate earn- 
ings. 

(4b) If the expansion rate equals the earn- 
ing rate, the investment will yield that 
rate on its market (trend) value which 
the company earns on its book value. 

(4c) If the expansion rate is higher than 
the earning rate, the investor will earn 
a higher rate on the market (trend) 
value of the stock than the company 
earns on its book value. 

The influence of the exponent k 
(number of years of expansion for 
which the purchaser is willing to pay 
a premium) may next be examined. 
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(5a) The longer the period of future ex- 
pansion for which the purchaser is 
willing to pay, the closer the yield 
corresponds to the expansion rate, but 
it cannot be lower than the money 
rate. (N.B. Formula III. defines the 
yield as the weighted average of the 
earning rate on the book equity and 
the expansion rate on the market pre- 
mium. The higher k, the higher the 
market premium in comparison to the 
book value and therefore the greater 
the weight of the expansion rate.) 

(5b) An investment with an earning rate 
higher than the expansion rate will 
yield the highest return when the mar- 
ket’s estimate of the future expansion 
period is conservative. Conversely an 
investment with an expansion rate in 
excess of the earning rate will be 
favored by a liberal estimate. 

The effect of the money rate is expressed 
by the following limits: 


z=0 
e=i 


(6) When the money rate at which future 
payments are discounted is very high, 
the market value of securities is very 
low and their yield therefore very high. 

(7a) When the money rate is very low the 
market value of securities is very high 
and the yield is therefore determined 
entirely by the capacity for expan- 
sion. (See rule 5a.) 

(7b) An investment with an earning rate 
higher than the expansion rate will 
yield the highest return when the 
money rate is high. Conversely an in- 
vestment with an expansion rate in ex- 
cess of the earning rate will be favored 
by low money rates. 

(8) When the earning rate of an invest- 
ment is lower than the money rate, ex- 
pansion would involve a loss to the in- 
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vestor and therefore no premium vill 
be paid for future capacity to expand. 
In such circumstances then, no invest- 
ment can earn more than the money 
rate. 

The subsidiary rules of the yield here 
enumerated refer to static rather than 
dynamic conditions. The elements e, 2, k 
and i entering into the computations of the 
market (trend) value and the yield were 
assumed to have remained constant for the 
periods examined. Fluctuations in the mar- 
ket value of securities arise because these 
elements are really variable. The greater 
the number of variables entering into the 
appraisal of a security, the greater are the 
fluctuations in its value. In the case of a 
safe bond, the only variable is the money 
rate; the market value of common equity in 
a stationary (non-expanding) company de- 
pends upon the money rate and the earning 
rate; the market value of an investment in 
expanding corporate equities, finally, de 
pends not only upon these two factors but 
upon the rate and period of expansion as 
well. 

Changes in the market value of securities 
are generally classified into the long-term 
trend, the cyclical movement and various 
short-term fluctuations. An investor en- 
gaged in holding securities rather than in 
buying and reselling them, is interested 
primarily in the long-term trend. Other 
fluctuations enter into his calculations only 
upon acquisition and final disposal. A long 
period comprising a number of business 
cycles will normally elapse between the two 
transactions. 

The probable future yield of an invest- 
ment as modified by the individual trends 
of e, «, k and i can be computed from for- 
mula III. by using separate symbols for the 
opening and closing values of all variables. 
The index “-” will distinguish values at the 
end of the period from those at the begin- 
ning. 

(0 + mz)(1 + 22) — (v + m) + ve, — 22) 
o+m 
— te + + 22) 
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Formula I. furnishes both the original 
and the corrected trend values of the mar- 
ket premium at the beginning of the year 
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for insertion into this modified form of for- 
mula ITI. : 


1+% 


— Ze ts — 


t ti-2 
earning mn expansion equity at beginning o! 
d trend 
of year of year of year ables as ascertained at 
Fm per “| end of year. 
of trend value_j= -1 
rend value of $1 
equity at beginning of 
year obtained by usi 
of 


An examination of this expression shows 
that the yield will increase if: 


a. the earning rate increases................ (e < é) 
b. the expansion rate increases.............. {xz < 2) 
c. the willingness to rely upon future expan- 
d. the money rate decreases............-..- t>t 


Movements in the opposite direction will 
correspondingly decrease the yield. 

A situation deserving special attention is 
introduced by the exponent k. It was al- 
ready stated that after the end of the ex- 
pansion period is definitely in sight, no ex- 
panding investment can earn more than the 
money rate, because k, instead of remain- 
ing constant, begins to decrease by a unit 
for each year elapsed to become zero when 
expansion stops on the date foreseen. Solv- 
ing formula V. for 
ke=k—-1 


accordingly gives the result........ e=i 


In practice the date when expansion will 
stop can hardly be guessed correctly the 
first time. In all probability the expansion 
rate will begin to decrease first and disin- 
clination to look as far ahead as before will 
grow gradually. In such circumstances the 
yield will no longer conform to the general 
law (formula III.) but will slowly decrease 
toward the money rate, without suddenly 
dropping to its level as assumed above. On 


the other hand, disappointments arising 
from too optimistic forecasts may also oc- 
cur and result in unexpected drastic cuts 
of investment values. This uncertainty as to 
the actual length of the expansion period, 
subject as it is to psychological reactions 
is probably the most powerful influence op- 
posed to stability. A survey of stock quota- 
tions appears to prove that rapidly ex- 
panding corporate equities are especially 
volatile. 

Whether formula V. is of any value to the 
short-term investor watching the business 
cycle is open to question, but it is barely 
possible that four separate estimates as to 
the probable cyclical changes in e, v7, k and 
+ would give a more accurate answer than a 
single guess endeavoring to estimate the net 
result of their complex interplay, even 
though such a guess be made by an investor 
fully conversant with the static laws of the 
yield. 

II 


The problem of stock dividends is closely 
connected with the problems of the yield. 
With the introduction of the Federal in- 
come tax almost twenty years ago, the ques- 
tion of whether stock dividends are income 
to the investor or not has become a favorite 
topic of debate in financial circles. The 
U. S. Supreme Court in its famous five-to- 
four decision of Eisner 1. Macomber (252 
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U. S. 189) endeavored to settle the matter 
once and for all by decreeing that stock 
dividends were not income within the mean- 
ing of the Sixteenth Amendment, but it 
must be admitted now, more than a decade 
after the decision, that it has merely added 
fuel to the flames instead of extinguishing 
them. 

To a considerable extent the difficulties 
are created by differences of opinion as to 
what is meant by “income” and “income 
realization.” It is, indeed, impossible to 
draw conclusions as to whether stock divi- 
dends or any other dividends and distribu- 
tions are income or not, without stating 
clearly, upon what interpretation of the 
two ambiguous terms those conclusions are 
based. 

According to a standard definition, in- 
come is that flow of wealth which capital 
can yield without alteration of value. The 
ultimate form of income is cash in the hands 
of the investor, but the same income may 
be identified at much earlier stages as 
gravitating toward him in intermediate 
forms. An investor unwilling to recognize 
income in any other form than cash will say 
that realization takes place only upon final 
conversion into that medium. Another may, 
with equal justification, measure his income 
immediately at the source or in any one of 
the subsequent stages and forms assumed in 
the course of its flow toward him. Realiza- 
tion then, is a relative term implying con- 
version of income from an unrecognized 
form into a recognized, that is a measured 
form. How close to the final stage measure- 
ment shall take place depends upon the in- 
vestor’s needs. The greater the distance 
from the source, the simpler the measuring 
process, but the less even the flow measured 
by it. 

Let us take the simplest case, that of a 
long-term investor who must receive cash 
before he concedes that he has received in- 
come. To him, evidently, stock dividends are 
just scraps of paper. What he wants to 
know is whether the proceeds from the sale 
of stock are income or not. 

At first sight, the answer appears to be 
easy. If the original cost of the corporate 


equity was less than the present value of the 
equity not disposed of, the entire proceeds 
of the shares sold are income, otherwise the 
impairment of capital must be made good 
from the proceeds and only the remainder, 
if any, is income. In other words, the num- 
ber of shares which may be sold without en- 
croachment upon the original capital bears 
that proportion to the number of shares 
owned immediately before the sale, which 
the increase in the value of the investment 
since acquisition bears to its present trend 
value. 

In circumstances conforming to the ex- 
ample introduced on page 274, this rule 
of proportion would work perfectly. As 
long as the end of the expansion period 
is not in sight, earning and expansion rates 
of 10% result in an annual increase of 10% 
in the trend value of the stock. If the com- 
pany distributes a 10% stock dividend at 
the end of each year, the proceeds from its 
sale can be considered income, because such 
action reduces the investment to the exact 
original value. The investor will start each 
succeeding year with an initial investment 
of $81.844 per share, consisting of $10 of 
book equity and $21.844 of market pre- 
mium. This investment will increase to 
$35.028 by the end of the year, whereupon 
one-tenth of a share will be received free of 
charge, reducing both the book equity and 
the trend value of a share to what they 
were at the beginning. 

The trend value and the book value of the 
investment can also be maintained constant 
irrespective of whether and at what rate 
the company chooses to distribute stock 
dividends. For instance if it distributed 21 
shares for each 100 held, 11 shares could be 
sold; if it distributed 8200 shares for each 
100 held, 300 would represent the incre- 
ment of wealth accrued since the beginning 
of the year. In the absence of any distribu- 
tion whatever, the sale of 9, original 
shares would accomplish the same purpose. 

Conditions are slightly different when- 
ever the earning and expansion rates differ. 
Let us take the case of a company which 
has an earning rate of 10% and an ex- 
pansion rate of 6% (see page 278). At 
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the end of a year a book equity of $10 has 
increased to $11 as in the first example and 
this would apparently enable the company 
to claim that a 10% stock dividend was 
paid entirely out of earnings for the year 
because, after such a distribution, the book 
value of a share would be $10 as at the out- 
set. Actually, the $10 represent productive 
capital only to the extent of $10.60 : 1.1 = 
$9.68. The rest, e. 40¢ : 11 = 36¢ is 
sterile, because earnings in excess of the 
expansion rate cannot be reinvested and 
should have been distributed in cash. This 
explains why a 10% stock dividend, said to 
be entirely out of corporate earnings, 
reduces the trend value of a $10 book equity 
from $25.97 at the beginning of the year 
to $27.9282 : 1.1 = $25.39 at the end. The 
same amount invested in the company is 
worth less, because its earning power has 
decreased from 10% to 9.64%. 

To maintain the earning power of a $10 
share at 10% the company should have 


issued a 40¢ cash dividend and a 6% stock 


dividend. Failure on its part to do so will 
make it necessary for the stockholder to 
safeguard his productive equity. For every 
share of stock he owned at the beginning of 
the year, he should retain 1.1 : 1.06 = 
1% 3 shares, at the end, and sell only 3%go 
of a share instead of the entire one-tenth 
received. The total trend value of the in- 
vestment at the end of the year will then 
be 1% 3 X $25.89 = $26.847, as against 
$25.97 at the beginning. The difference of 
40 : 1.06 = .877 represents the undistrib- 
uted sterile equity of 36¢ per new share. It 
is noteworthy that this difference cannot 
be cashed by selling stock without impair- 
ing the productive equity owned. All that 
can be done is to borrow 86¢ a share in 
anticipation of cash dividend. Such a step, 
in turn, would demonstrate conclusively 
that the retention of sterile wealth by the 
company entails a loss of interest to the 
stockholder. 

The third example given (page 278) 
may now be examined. The earning and ex- 
pansion rates are 10% and 14% respec- 
tively and a 10% stock dividend is again de- 
clared, reducing the book value of the hold- 


ings from $11 to $10 and their trend value 
from $45.021 to $40.928. While the book 
value thus returns to the starting point, 
the market considers the stock more valu- 
able than at the beginning of the year. The 
difference of $1.085 is the value of the 
privilege of contributing 36¢ to the cor- 
porate treasury for every $10 of equity al- 
ready outstanding. As in the case of the 
sterile cash dividend of the second example, 
there is no way in which the stockholder 
can cash the additional yield of $1.085 per 
new share, equal to $1.1987 per old share, 
without impairing his productive equity, 
unless the company distributes subscription 
rights. And if such rights are not distrib- 
uted, the stock will be reduced to the level 
of an investment expanding at the rate of 
10%, that is to $81.844 for a $10 book 
equity. 

If the company chooses to distribute 
stock dividends at a rate other than 10%, 
the stockholder can again compensate the 
effects of such a step. A stock dividend of 
18% would, for instance, reduce the book 
equity from $11 to $9.734 and the trend 
value from $45.021 to $39.841. Thus the 
trend value would return to its approximate 
level at the beginning of the year, but the 
book value would drop lower, indicating a 
loss of productive equity. As in the second 
example, the number of shares to be re- 
tained at the end of the year for every share 
held at the beginning is found by perform- 
ing the division 1.18 : 1.1 = 1%19. After 
selling 11%109 of a share the total trend 
value of the investment will be 1%109 X 
89.841 = 40.928, exactly as if a 10% stock 
dividend had been sold in its entirety. 

From the foregoing, the following con- 
clusions may be drawn with respect to in- 
come realization through the sale of stock: 

1. It does not matter in essence whether 
or at what rate the company distrib- 
utes stock dividends since the number of 
shares representing the increment of wealth 
to be cashed can be determined in any 
event. 

2. The company can, however, simplify 
the investor’s problems by declaring stock 
dividends at that rate which will give the 
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dividend stock a value equal to the incre- 

ment of wealth to be cashed. 

8. The rate of distribution which will 
give stock dividends a value equal to the 
increment of wealth to be cashed is the rate 
at which corporate earnings are reinvested, 
e.g. the lower of the earning or expansion 
rate. 

4. Corporate earnings in excess of the 
expansion rate should not be cashed 
through the sale of stock. The proper pro- 
cedure is to await the declaration of a cash 
dividend. 

5. The increment of wealth arising from 
the company’s ability to expand at a rate 
higher than the earning rate should not be 
cashed through the sale of stock. The 
proper procedure is to await the distribu- 
tion of subscription rights and sell them. 

6. The value of the subscription privi- 
lege equals the value of the rights issued 
only if the subscription price equals the 
book value. If the price is lower, the rights 
are worth more, the difference being in ef- 
fect a stock dividend. If the price is higher, 
the rights are worth less, and stock is, in 
effect, returned. 

In general it may be said that from the 
stockholder’s point of view the ideal cor- 
porate dividend policy would be one which 
would distribute his entire increase of 
wealth at regular intervals by : 

a. declaring stock dividends at the rate at 
which corporate earnings are reinvested. 

b. paying cash dividends with that portion 
of corporate earnings which can not be 
reinvested. 

c. issuing subscription rights which equal 
in value the premium payable for the 
privilege of contributing new capital. 

If such a policy were followed, the book 
value of a share would be maintained con- 
stant. As for the trend value, changes 
would be limited to the trends of the money 
rate, the earning and expansion rates and 
the forecast of the expansion period. 

The fact that corporations make no at- 
tempt to maintain the book value of a share 
constant makes it much harder for the lay- 
investor to grasp the significance of cor- 
porate actions, because the value of dis- 


tributions is seldom equal to the increment 
of wealth which he may cash without impair- 
ing his capital. To safeguard investors 
against the dangers which might arise from 
considering all distributions as income to 
the full extent of their market value, various 
rules have been formulated at one time or 
another. The oldest and best-known of these 
rules limits income-realization to the receipt 
of dividends in cash, property and evidences 
of indebtedness and to profits on sale. Stock 
dividends or rights are said to effect only a 
change in the number of paper certificates 
evidencing corporate equities and therefore 
their sale can result in income only to the 
extent that the selling price exceeds the 
pro-rata cost. This is the rule upheld in 
Eisner v. Macomber and prescribed by in- 
come tax regulations. As a protective meas- 
ure, it is ineffective in some respects and too 
stringent in others. Thus it does not guard 
against impairment of capital through the 
distribution of corporate earnings accumu- 
lated during the period preceding the pur- 
chase of the stock by the investor nor 
against the dilution of equities through the 
issuance of bonus shares or other distribu- 
tions and subscriptions not made pro-rata. 
On the other hand it prevents the investor 
from realizing the greater part of the in- 
crease in the value of his investment from 
year to year, because expansion makes cor- 
porations reluctant to part with a sub- 
stantial portion of the wealth derived from 
their earnings. Upon final sale of the stock, 
the increments of many years are realized in 
one lump sum. Apart from the injustice re- 
sulting from progressive rates of taxation, 
such a method makes it impossible for the 
investor to live in a style commensurate 
with his wealth. 

The second rule is sponsored by the New 
York Stock Exchange. It proposes to meas- 
ure the value of any distribution by the 
amount charged to surplus by the issuing 
company. Immediately upon receipt, stock 
dividends are recognized to result in income 
to that arbitrary extent, which is usually 
the par or stated value of a share. This 
amount is accordingly added to cost and 
credited to the income account. Upon sale, 
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further income may arise in the form of a 
profit on sale to the extent that the selling 
price exceeds the pro-rata cost so adjusted. 
If the corporate surplus is small, e.g. when 
the book value of the stock consists mostly 
of its par value, the rule provides a limited 
relief from the income tax rule. Unfortu- 
nately, the modern tendency toward stocks 
without par value or with only a nominal 
par value has, in many cases, reduced the 
amounts charged to surplus to negligible 
pittances, because par or stated values are 
merely insignificant fractions of the total 
book value. In such circumstances, the relief 
is likewise negligible. 

The Stock Exchange rule would become 
far more equitable, if it also compelled the 
issuing company to charge the entire book 
value of all distributions to earned surplus. 
No matter what corporations choose to call 
their distributions the amount of the cor- 
porate equity which the investor liquidates 
when selling any distribution is its book 
value, which remains unaffected by trans- 
fers from surplus to capital stock made for 
the sake of record. Melons, split-ups, stock 
dividends said to be out of current earnings 
and subscription rights alike represent cor- 
porate equity to the extent of the difference 
between the book value of a share immedi- 
ately before and after the distribution 
(subscription). And this is really the crux 
of the problem. Justified as it would seem 
to compel a corporation to record all its 
distributions at their book value instead 
of at arbitrary figures dependent upon 
irrelevant or misleading descriptions, con- 
siderations or intentions, there is no real 
need for placing either the investor or the 
corporation under tutelage. The general 
rule for the guidance of the investor can 
be summed up in four words: “Watch the 
book value!” 

The rule that the stockholder’s invest- 
ment has been impaired whenever its total 
book value becomes less than it was at the 
time of acquisition provides effective pro- 
tection against impairment of capital 
through the distribution of corporate earn- 
ings accumulated prior to purchase and 
against the dilution of equities through the 


issuance of bonus shares or other distribu- 
tions and subscriptions not made pro-rata. 
In other respects the rule can be used ex- 
actly as the Stock Exchange rule. The only 
difference is that whereas, under the Stock 
Exchange rule the phrase “earnings distrib- 
uted” is subject to arbitrary interpretation 
by the company, the book value rule gives 
it a uniform meaning. Distributions are de- 
fined as that portion of the total book 
equity, which is transferred from the orig- 
inal symbol of investment to the newly dis- 
tributed symbol, whether that be a cheque, 
a right or an additional stock certificate. 
“Earnings distributed” in turn, equal that 
fraction of the entire book value of a dis- 
tribution which will not reduce the book 
value of the old stock certificate below 
what it was at the date of acquisition. By 
using these definitions, it will be possible 
to realize a greater portion of the total 
annual increment of wealth without depart- 
ing from the fundamental principle of the 
Stock Exchange rule, designed to prevent 
inflation (see part ITI.). 

The next step forward will be to recog- 
nize that profits on sale arise not only from 
secondary market fluctuations which offer 
an equal chance for losses, but also from 
a disregard of the laws of the yield de- 
scribed in part I. It was shown that the in- 
come yielded by an expanding investment 
is not limited to corporate earnings, but 
must in the long run be higher at least in 
amount, if not also in rate. What repercus- 
sions a change in book value has upon the 
trend value of various stocks was also illus- 
trated. Generalizing, it may be said that 
the trend value of each dollar of book 
equity will remain constant as long as the 
elements entering into the computation of 
the trend remain constant and as long as 
the common equity is managed properly. 
Proper management, in this sense, means 
that excess earnings or excess expansion 
are currently distributed: the former in 
cash or property and the latter in the form 
of subscription rights. The issuance of 
stock dividends is not necessary, but desira- 
ble. (N.B. The fact that cash dividends 
and subscription rights often occur to- 
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gether should not be taken as a sign of 
improper management. In such cases sub- 
scription rights are issued not at the excess 
of the expansion rate over the earning rate, 
but at that differential plus the cash divi- 
dend rate per dollar of book equity.) 

The rule that each dollar of book value 
commands a constant premium, may be 
called the “proportionate premium” rule. 
Its application to the problem of the in- 
vestor who considers cash as the only real- 
ized form of income is simple: 

The entire cash proceeds of any distribu- 
tion irrespective of form and even the sell- 
ing price of original shares may be con- 
sumed without encroachment upon the ori- 
ginal capital, provided the book value of 
the shares retained does not drop below 
that of the original investment at the time 
of purchase. 

All that need be done upon receipt of any 
distribution, whether in the form of a 
cheque, a right or a stock certificate, is to 
compute the book value of the investment 
“ex” the distribution. If it is more than it 
originally was, all is well ; if it is less, enough 
stock must be retained from distributions or 
reacquired from their proceeds to restore 
the shortage in book value. Normally, the 
information furnished by quarterly balance 
sheets permits the computation of book 
values at intermediate dates with sufficient 
accuracy. Familiarity ‘with the corporate 
dividend policy will enable the investor to 
formulate a simple routine for cashing as 
much of his annual increase in wealth as he 
likes without being forced into a position 
which makes reinvestment necessary. (See 
examples on pages 282-283.) 

If no investor owned stock in more than 
one corporation, insistence upon the annual 
cashing of the entire yield of a stock would 
probably be more widespread. A diversified 
portfolio introduces a somewhat different 
problem: How to cash the yield of a good 
investment by selling one not so desirable. 
That can be done only if it is permissible 
to write up the cost of the good investment 
by crediting income. Cash capital realized 
from the sale of the less desirable invest- 


ment can then be withdrawn and spent by 
charging income. Naturally enough, in- 
vestors confronted with such a situation are 
inclined to deny that the receipt of cash 
or property from the company is a pre- 
requisite of income-realization. The prob- 
lem is particularly acute in the case of 
trusts which must distribute cash to their 
beneficiaries while receiving little or no cash 
from the very stocks which have the highest 
yields. The Stock Exchange rule was or- 
iginated to remedy this evident defect of 
the income tax rule but, as already stated, 
the relief is never adequate and often negli- 
gible. The inimical pressure forcing the sale 
of good stocks when it would be better to 
hold them, accordingly persists, because 
profit on sale is the only substantial form 
of income realization permitted. 

The proportionate premium rule as ap- 
plied to income-realization from distribu- 
tions not cashed will read as follows: 

The entire trend value of any distribu- 
tion may be charged to cost and credited 
to the income account provided the result- 
ing cost bears no higher ratio to the total 
book value of the entire holdings after the 
distribution than the original cost of the 
investment bore to its origimal book value. 

Further examination will show that in- 
come-realization need have no connection 
whatever with distributions, but may be 
achieved by the simple expedient of com- 
paring the opening and closing balance 
sheets of the company. 

The imcrease in the book value of the 
holdings multiplied by the quotient of the 
recorded cost over the opening book value 
will give the number of dollars to be added 
to cost and credited to the income account. 

Under this method of accruing income, 
distributions are entirely divested of their 
function as income-carriers and are consid- 
ered mere changes in the form of the invest- 
ment. 

The limitations of the proportionate pre- 
mium rule as applied to the problems of the 
private investor may be restated once more: 

1. The recorded cost of the investment 
must not be greater than its trend value. 
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2. The long-term outlook must warrant 
the conclusion that the elements entering 
into the computation of the trend value 
have remained constant. 

3. The corporate management must 
neither retain sterile wealth, nor overlook 
possibilities for expansion. 

An additional responsibility is placed 
upon the corporate management, when the 
total capitalization includes not only com- 
mon stock, but senior securities as well. In 
such cases the earning and expansion rates 
of the corporation should not be confused 
with the earning and expansion rates of the 
common stock. The latter are no longer 
independent variables reflecting business 
conditions alone, but are also subject to 
change whenever the proportionate volume 
of senior capital is changed. The problems 
of financing through senior securities have 
not been injected into the deductions con- 
cerning the yield of common stocks because 
they are worthy of separate consideration. 
Without entering into details beyond the 
scope of this essay, it may be said that es- 
tablished corporations usually maintain an 
approximately constant ratio between the 
common equity and the senior capital out- 
standing. As long as this ratio remains con- 
stant, the changes in the earning and ex- 
pansion rates of the common stock will be 
proportionate to the changes in the earning 
and expansion rates of the entire corporate 
capital. 

An examination of a number of the lead- 
ing common stocks for a period of years 
shows that adherence to the proportionate 
premium rule would have resulted in a more 
even income-realization than actually ob- 
tained through the use of other rules. That, 
however, does not mean that periodic in- 
vestment analyses have become unneces- 
sary. After all, a rule is merely a more or 
less successful attempt to translate a com- 
plicated theory into simple terms. It can 
never be superior to the detailed application 
of the theory itself. When all is said and 
done, it will be difficult to improve upon a 
method of income realization which consists 
of measuring and comparing capital levels 


annually by giving due consideration to all 
factors affecting security prices. 

The truth that present facilities for the 
measurement of the capital level are inade- 
quate need not lead to the conclusion that 
no improvement is possible. The first step 
forward ought to be the definite establish- 
ment of the economic principles involved 
and the elimination of the legal concept of 
income from the discussion of stock values 
and yields. Income arises when money or 
money’s worth passes, not from one legal 
person to another, but from one economic 
unit to another. A corporation and its 
stockholders are different entities only in 
contemplation of law. Corporate distribu- 
tions accordingly do not create income, but 
merely carry it from one pocket to another 
and their receipt may or may not be con- 
sidered to result in realization, depending 
upon where the flow is measured. In the last 
analysis, income is created by corporate 
operations. 

A second obstacle, e.g. the halo of mys- 
tery and prestidigitation surrounding cor- 
porate finance could be lessened greatly by 
standardizing the tools used, so as to make 
their nature and purpose clear even to the 
uninitiated. All legitimate aims of manage- 
ment can be reached by means of a few very 
simple devices; the infinite variety availa- 
ble at present merely obscures the facts. If 
those facts could be readily understood, gul- 
libility would decrease and market fluctua- 
tions would be subject to greater restraint. 
Elimination of unethical speculative prac- 
tices would further compress the daily quo- 
tation curve toward the long-term trend, 
thereby greatly enhancing its practical 
value. 


Ill 


An outline of the investment theories ad- 
vanced would not be complete without a 
brief reference to the dangers of inflation 
which may arise from their indiscriminate 
application. This danger may be illustrated 
as follows: 

The stock of an operating company hav- 
ing earning and expansion rates of 10% 
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is valued on the books of a corporate in- 
vestor at $8.18 for a $1 book equity in 
accordance with the example given on page 
274. It was demonstrated that, as long 
as the end of the expansion period is not in 
sight, the investor’s wealth of $3.18 is com- 
pounded at the rate of 10%, although the 
company itself compounds only $1 at that 
rate. If the stock of the holding company 
is offered for sale, it can apparently be 
urged that it also has an earning and ex- 
panding power of 10% and is therefore 
likewise worth $3.18 per $1 of its book 
equity. Any number of additional holding 
companies organized in a chain and owning 
no assets other than the stock of their re- 
spective predecessors in the chain could ad- 
vance the same pretension. The result is 
that a book equity of $1 invested in the op- 
erating company, which costs only $3.18 
if acquired at first hand, will cost 3.18’, 
3.18*, 3.18* and so on up to 3.18", depend- 
ing upon whether it is represented by the 
stock of the second, third, fourth or n-th 
link of the chain. 

That is manifestly absurd, but it would 
be premature to conclude that the whole 
theory must needs be fallacious. Mathe- 
matically, the solution is indicated by the 
phrase italicized above: “. . . as long as the 
end of the expansion period is not in sight. 
..-” In the circumstances assumed, a price 
of $3.18 for a $1 book equity means that 
the purchaser is willing to pay for only the 
first ten years of expansion. The first hold- 
ing company, however, can expand for ten 
years only if the operating company will 
expand for thirty-five years. The stock of 
the third link of the chain, in turn, can be 
worth the same selling price per unit of its 
book value only if the second link expands 
for thirty-five years, which it can do only 
if the first link expands for sixty years. The 
price of the n-th company’s stock, finally, 
implies the continuous expansion of the op- 
erating company for 10 + 25 (n — 1) 
years. (N.B. These results are obtained 
from formula II. on page 277. The pyramid 
was built by neglecting to investigate the 
expansion periods of the holding companies. 


If the operating company will expand for 
only ten years, the first holding company 
cannot expand at all. Its earnings will be 
limited to the money rate on the book value 
(See pages 274 and 281, which gives its 
stock a market (trend) value equalling the 
book value (See page 276, item 1). All other 
holding companies will be in the same posi- 
tion and no inflation can arise, except by 
misrepresentation. 

From the economic point of view the 
error consists of overlooking that there is 
a difference between legal entities and eco- 
nomic entities, and that economic theories 
can be applied only to the latter and not 
to the former. The chain may well consist 
of n legal units, but it is obvious that it 
represents only a single economic unit ; the 
operating company. The holding companies 
are scraps of paper and nothing more. Pur- 
suing this thought to its logical conclusion, 
it will be found that ownership, by a com- 
pany, of another company’s stock is 
meaningless. Economic theory recognizes 
only the instrument of production and its 
ultimate owner; intervening symbols of 
legal ownership have no substance. Any at- 
tempt to consider such empty symbols as 
original instruments of production will lead 
to inflation whenever the element of expan- 
sion is present. 

In final analysis, then, no negotiable 
symbol of productive and reproductive 
wealth should be appraised on the basis of 
its yield, if it is issued in whole or in part 
against similar symbols already so ap- 
praised. This principle requires that con- 
solidated balance sheets and income ac- 
counts be prepared in accordance with 
standard accounting procedure for the 
entire group whose ownership is evidenced 
by the stock to be appraised. The propor- 
tionate premium rule, therefore, can be 
used only by private investors or by or- 
ganizations which do not issue publicly 
marketable evidences of equity. Public cor- 
porations can take up income from corpo- 
rate stock only within the limits of the 
book value rule (see page 285) or by the 
process of consolidation, depending upon 
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whether distributions are considered neces- 
sary to income realization or not. Accruing 
increases in book value would be a substitute 
for consolidation in the case of minority 
interests. 

The apparent restrictions which are thus 
placed upon the practical application of 
the yield-theory may, in the eyes of many, 


detract a great deal from its value. It 
should be remembered, however, that ulti- 
mately all wealth is owned and enjoyed by 
natural persons, not by legal or artificial 
persons. The scope of the theory is, there- 
fore, universal; at any rate in so far as 
the universe itself is natural and not artifi- 


cial. 
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CAPITAL AND SURPLUS 


A. C. LirtLeTon 


FEW YEARS AGO, particularly 1925 to 
A 1980, certain tendencies in corpora- 
tion finance were much under dis- 
cussion among both accountants and 
lawyers. The reference here is particularly 
to the consideration given by accountants 
to appreciation of property values and by 
lawyers to desirable reforms in corporation 
statutes. The accountants’ debates resulted 
in a carefully considered definition of 
Earned Surplus by a committee of the 
American Institute of Accountants; the 
lawyers’ discussions produced the Uniform 
Business Corporation Law. 

Both of these innovations were distinctly 
progressive and beneficial. The accountants, 
by defining Earned Surplus, have indicated 
their approval of the subdivision of surplus 
into Earned Surplus and Capital Surplus ;’ 
the lawyers, through Section 25 of the Uni- 
form Statute, have shown that they favored 
a required subdivision of surplus which 
will produce separate accounts for paid-in 
surplus, revaluation surplus, and surplus 
profits. And the lawyers, by their further 
recommendation in Section 25 that cash 
dividends from revaluation surplus be pro- 
hibited, have shown full agreement with the 
accountants who have frequently expressed 
their conviction that revaluation surplus 
was not profit.” The Uniform Statute fur- 
ther provides that the stockholder shall be 
specifically notified of the nature of his 
dividend, if the latter is declared out of 
paid-in surplus. 

These statutory provisions together with 
the prior discussions make it clear that ac- 


*The Accounting Review, Sept. 1981, “The Con- 
cept of Earned Surplus” by E. L. Kohler. 

? Some economists have long held that “increase 
of value is not income.” See Irving Fisher, The Na- 
ture of Capital and Income, 1906, p. 351. Later the 
same author is more specific: “. . . the value of any 
capital is always and necessarily the capitalized or 
discounted value of the income expected from that 
capital. It follows that savings and appreciation in 
Capital Value are always capital, not income.” The 
Income Concept in the Light of Experience, 1927, 
p. 8. 


countants and lawyers still believe that the 
consideration given for shares of stock is 
an important indication of “capital,” and 
that they still think of dividends as realized 
profits and not as capital returned. These 
pronouncements constitute definite steps of 
progress since they plainly attempt to cor- 
rect certain distorted ideas about the na- 
ture of corporation capital and dividends. 
But a corresponding correction in terminol- 
ogy is not made. 

When surplus is subdivided all of its new 
parts should not carry over unchanged the 
former connotation; the subdivisions are 
presumably set off because they are differ- 
ent. The new legal terminology, however, is 
found to be simply the old term “surplus” 
plus a qualifying adjective, “paid-in” or 
“revaluation” or “profits” as the case may 
be. Verbally this seems to preserve the simi- 
larity of the subdivisions, yet the restric- 
tions laid upon both paid-in surplus and 
revaluation surplus indicate that these two 
“surpluses” are related to capital and not 
to profit. The terminology therefore is in- 
consistent with the treatment required. 

Upon further examination it will be noted 
that the accountant’s and lawyer’s idea of 
the basic elements of the net worth section 
draw somewhat apart. From the discussion 
of earned surplus it appears that the ac- 
countant’s idea may be represented as fol- 


lows: 
Capital Capital Stock 
Net Worth Capital Surplus 


Surplus 


From the Uniform Statute the lawyer’s idea 
appears to be: 


Capital Stock 
Net Worth Paid-in i 
Surplus Revaluation 
Profits 


Evidently there are two concepts of sur- 
plus: 
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1—Surplus is realized and undistributed 
profit (accountants). 

2—Surplus is the excess of assets above 

debts and stock (lawyers). 
In most cases before no-par stock and ap- 
preciation put in their appearance, these 
two aspects of surplus were identical and 
a single name would suffice. But as soon as 
the two situations became different, the old 
name became inadequate for both purposes. 
And it is doubtful whether the mere prefix- 
ing of an adjective constitutes a fully sat- 
isfactory alteration of usage. 

If clearness of expression were to be the 
guide, the terminology used in the law might 
better have been somewhat as follows: 

Present Terms: 
Capital Stock 
Paid-in Surplus 
Revaluation Surplus 


_ Surplus Profits 
Suggested : 
Dedicated Capital 
Returnable Capital 


Revaluation Capital 


| Retained Earnings 


The principal thing accomplished here 
would have been to indicate by the account 
titles those items which are related to capi- 
tal. The failure to make this distinction 
leaves the names inconsistent with the 
meaning of the accounts. 

The most generally accepted use tends 
to associate the word surplus with profits 
or at least with the amount available for 
distribution. Therefore Paid-in Surplus will 
sound to most people like paid-in profit and 
Revaluation Surplus like revaluation profit 
and both will seem as if they should be dis- 
tributable as dividends. Of course, they are 
not distributable as profits and the new 
statute plainly shows they are not by re- 
quiring that notifications be given of the 
nature of a distribution from paid-in sur- 
plus (it is a return of capital) and by pro- 
hibiting cash dividends out of revaluation 
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surplus (stock dividends merely dilute the 
investment). Thus the recommended names 
of the accounts are inconsistent with the 
use limitations. “Capital” is the word which 
clearly connotes “unavailable as dividends” 
and might be used in some such way as that 
suggested above in order distinctly to indi- 
cate a separation of appreciation and con- 
tributed surplus from earnings. 

The variety of usage accorded the term 
“capital” is even more confusing than is 
“surplus.” With English the richest lan- 
guage in the world in number of available 
words, it seems a pity that this important 
word should be so badly overworked. It is 
used to mean a great variety of things. For 
example: assets originally contributed, a _ 
specified portion of the original consideraf — 
tion, the total par of stock issued, the total 
assets segregated in an enterprise, the net 
worth as of a given date, the amount of 
property which must not be distributed as 
dividends, etc. 

Where the word finds most frequent use 
in accounts it has a legal connotation, as 
proprietor’s or partner’s capital, capital 
stock, the capital section of the balance 
sheet. This usage connects “capital” with 
the non-debts portion of the right side of 
the balance sheet and derives its significance 
mainly from the legal concepts surrounding 
estates and insolvency. 

The companion word “asset” is a similar 
indication of the legal origin of accounting 
terms. It came from the French word assez 
(enough) and was probably introduced into 
the vocabulary when English was develop- 
ing out of. Anglo-Saxon, Norman French, 
and bad Latin. The term originally referred 
to the sufficiency of a deceased person’s 
property to cover his debts and legacies. 
Apparently the principal consideration was 
the debts; they were thought of first and 
the property was secondary.* Today. it 
seems more natural to think first of the 
property being controlled in the interest of 
the contributors. 


*A common explanation of the modern British 
balance sheet, with liabilities on the left, is 

such an arrangement places debts in the first, or 
emphatic, position. 
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Both “capital” and “asset” clearly con- 
tain a legal rather than an economic con- 
notation. They are, therefore, poorly 
adapted to the real concept involved, for 
the subject matter of bookkeeping is basi- 
cally economic and only incidentally legal. 

Capital is also one of the basic concepts 
of economics, but the point of view is quite 
different from that expressed in law. In 
economics capital refers to property. Eco- 
nomics looks at the left side of the balance 
sheet for capital; law sees capital in a part 
of the right side. Since a business enterprise 
is an economic entity before it is a legal 
entity, it is more logical to conceive of the 
balance sheet as the statement of an eco- 
nomic entity designed to reflect the proper- 
ties and investments attached to that enter- 
prise. The economic balance sheet then 
would be as follows : 


Balance Sheet 
| Investments‘ 


Properties 


“Investments” include all items on the right 
side of the statement: accounts payable, 
bonds payable, capital stock, surplus, and 
reserves. If the statement is re-labeled as 


follows, 
Balance Sheet 


Capital Forms | 


Capital Sources 


the meaning which underlies “properties” 
and “investments” stands out more clearly. 
One further statement will even more 
strongly emphasize the point here under 
consideration. This time “capital” appears 
in the heading; the whole balance sheet is 
but a “capital statement.” 


Capital Statement 
Kinds: Origins 
(Classified ) ( Classified) 


* German balance sheet terminology is even more 
significant. 
(Aktiva) 
Vermégen | 


Here it is plainly sug; 
(Kapital) are passive 


Bilanz 

(Passiva) 

Kapital 

ed that Investments 
passiva) and await the 


final results, while properties —— are ac- 
tive (aktiva) in peaiating results. 
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These various “balance sheets” reveal 
the essential (economic) nature of capital. 
Capital is recognized as a single element 
even if it may be viewed from two sides, as 
one sees the “heads” and “tails” of a penny, 
The balance sheet is all capital (property), 
But its bilateral form enables the reader 
to see property, (1) as it exists in fact, and 
(2) as it was invested by its contributors. 
In a sense therefore, the balance sheet shows 
capital on the left side and capital again 
on the right. 

Obviously the same word ought not to 
be used in both sides of so important a docu- 
ment, as seems to be implied in the present 
practice. Accountants speak of capital as- 
sets (on the left side) and of capital stock 
(on the right). But it is only on the right 
side that the word “capital” actually ap- 
pears in print. 

Should the attempt be made to drop the 
use of the word capital as an account name? 
Because accounting is so closely associated 
with economic enterprises it would seem 
logical for it sometime to develop a termin- 
ology upon an economic base. Capital might 
be a good place to start. 

The essential nature of the elements 
which deserve the name of capital is eco- 
nomic. The names which label the kinds of 
capital existing in an enterprise are listed 
on the left side of the “Capital Statement.” 
Nothing need be said of them here; for the 
most part (except the word “assets”) the 
names are sufficiently descriptive as they 
are. But the same cannot be said of the 
items on the right side. 

No change is suggested in regard to 
debts; the names in use (accounts, notes 
payable, bonds, etc.) are already free from 
any confusing association with the term 
“capital.” They form a class of “outside” 
equities contrasting with “inside” equities 
(Capital Stock, Surplus, Reserves, etc.). 
The outside sources of economic capital 
represent people or companies who advance 
property on contract for a short period of 
time and those who advance upon long term 
contracts. These sources may obtain vari- 
ous forms of priority and security through 
the terms of the contracts themselves. But 


in addi 
of sha: 
proper 
loss-ab 
side”’ 
situati 
key-we 
the st 
these | 

Cap 

(1) 


(2) 


Specifi 
sectior 
Ma) 
[Capi 
Ma: 
Values 
Ma: 
[Earn 
Ma: 
Reserv 
Acc 
er’s lil 
to wri 


Capital and Surplus 


jn addition, because of the limited liability 
of shareholders, those who advance (lend) 
property have a further protection in the 
loss-absorbing margin created by the “in- 
side” suppliers of economic capital. This 
situation suggests that Margin is a better 
key-word than Capital for this section of 
the statement. The classification along 
these lines would be as follows: 
Capital Sources: [Equities ] 
(1) Outsiders: 
Who advance property for short 
terms [debts | 
Who advance property for long 
terms [bonds ] 
(2) Insiders: 
Who contribute a margin [stock] 
Who accumulate a margin [sur- 
plus] 
Specific new account names for the latter 
section (old names in brackets) could be: 
Margin for Protection of Creditors 
[Capital Stock] 
Margin for Fluctuation of Property 
Values [Capital Surplus ] 
Margin for Equalization of Dividends 
[Earned Surplus ] 
Margin for Specific Purposes [Surplus 
Reserves | 
Accountants who still have a bookkeep- 
er’s liking for short account names (easy 
to write?) might prefer: 
Creditor Margin 
Fluctuation Margin 
Dividend Margin 
Reserved Margin 


This list indicates another possible nam- 
ing of the principal accounts in the proprie- 
torship section. Perhaps as a summary the 
two suggestions should be viewed together 


and parallel. It will thus be easier for the 


reader to make his choice of terms. 


Accountants’ Lawyers’ 
preference preference 
Capital Stock Capital Stock 

Paid-in Surplus 
Revaluation Surplus 
Earned Surplus Surplus Profits 


[Surplus] Reserves 


to avoid the 
term surplus 


Dedicated Capital 
Returnable Capital 
Revaluation Capital 
Retained Earnings 


to avoid the 
term capital 


Creditors Margin 
Fluctuation Margin 


Dividend Margin 
Reserved Margin 


Such a terminology would have an eco- 
nomic rather than a legal base. But its 
absorption into law is problematical. Law- 
yers have a distaste for new terms not 
tested in common law. And its acceptance 
in accountancy is unlikely until account- 
ancy breaks the parental (law) apron 
strings and openly establishes the new al- 
liance (economics) which has been implicit 
within it from its medieval beginning as 
double entry bookkeeping. In the ten years 
since W. A. Paton made use of the very 
logical term “Equities” to head the right 
side of the balance sheet, there has been 
about as little disposition to adopt this 
word into the working vocabulary of ac- 
countants as bankers have shown in making 
direct use of the Institute’s pamphlet on 
statement verification. Although they but 
tempt a similar fate, the above suggested 
terms are nevertheless here recorded in the 
interest of the further discussions of basic 
concepts. 
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HAT you vo during the first six 

VW weeks of this course will determine 

whether or not you will become a 

good accountant” is a statement told to 

many classes and a statement highly re- 

spected by the accounting profession. The 

expression is particularly attractive be- 

cause within it is an implied opportunity to 

grasp firmly the keystone of the science: the 
accounting equation. 

The equation is based on the axiom that 
assets equal equities, and that on the ex- 
tensions of this axiom depends the recording 
of all business transactions. There are, how- 
ever, several preliminary aspects that must 
be presented clearly to the beginning stu- 
dent. 

The first is concerned with an approach 
to the interpretation of every business 
transaction from the viewpoint of the ac- 
countant’s chair. The accountant is ob- 
liged to determine whether the proprietors 
have obtained an increase (income) from 
the possession or acquisition of assets dur- 
ing the accounting period. The accountant 
is thus dealing primarily with things, tangi- 
ble or intangible, which have been acquired 
by the enterprise, and with the concomitant 
claim against the assets by a third party 
or by the proprietor. As soon as a thing 
is reduced to possession, someone automati- 
cally claims it; one may conclude that a 
business per se has no value and that the 
values of goods and services acquired by it 
are taken immediately from the business 
through the claims of creditors or proprie- 
tor. Because of these facts it is customary 
to say that assets equal equities and their 
sum is zero, or to view the acquisition of 
goods and services as an addition and the 
claims as a subtraction, A simple example 
will serve to clarify the foregoing state- 
ments. A person advances $500 to a busi- 
ness, resulting in the acquisition by the 


* For purposes of the present discussion equities 
and liabilities may be considered synonymous. 
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business (addition) of $500 and a claim (a 
subtraction) of this amount by a third 
party or a member of the proprietary 
group. 

The second aspect, which should be de- 
veloped prior to a complete presentation 
of the accounting equation, challenges the 
average student’s power of comprehension. 
It is the process whereby a negative direc- 
tion or a negative quantity is decreased, or 
a liability or the proprietary interest re- 
duced. There are five general analogies 
which have been found helpful as explana- 
tions. The first is the digging of a seven- 
foot hole in the ground (a negative direc- 
tion) by a steam shovel. Dirt is added 
to the hole until the depth is reduced to six 
feet. The negative direction is now only 
five feet and has been decreased by the addi- 
tion of one foot of dirt. The second example 
is a thermometer registering 20 degrees be- 
low zero which may be assumed to be a 
negative direction. Enough heat is added 
to the thermometer to raise the mercury 
level to 15 degrees below zero. The negative 
position has been decreased from 20 degrees 
to 15 degrees by the addition of heat. The 
third example is a straight line divided into 
positive and negative directions. Let us say 
that the negative direction has arrived at 
minus five and it is desired to establish a 
new position at minus four. This can only 
be done by adding a positive one. The fourth 
example is misfortune at a gaming table 
resulting in six consecutive losses, a nega- 
tive direction represented by a loss of 
six dollars. On the seventh play luck is 
reversed and the loss is decreased to five 
dollars by the positive result of winning. 
The last example is a scene on a football 
field in which a football is snapped, the back- 
field fails to receive it; when the play is 
completed the team has lost ten yards, which 
is a negative direction from the desired goal. 
On the next play a runner gains five yards. 
The new position of the football is repre- 
sented by minus five yards and has been de- 
creased from minus ten yards by the gain 
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of five yards. At the risk of becoming tedi- 
ous, these five examples have been given to 
indicate that a negative direction is de- 
creased by addition. 

The third aspect is related to the fore- 
going group, being primarily concerned 
with a popular method of thinking. As a 
rule when a person is asked to take away 
from a given quantity he conceives of the 
operation as a negative one and the quan- 


| tity to be affected as positive. This last 
| precaution is suggested because many per- 


sons have agreed to the foregoing, but 
viewed erroneously a decrease of a proprie- 
tory interest as a negative operation. 

The principal thread of the discussion 
can be resumed by presenting the account- 
ing equation in T-form, extending the up- 
right of the T and using the words “addi- 
tion” and “subtraction” as previously 
suggested, in the following manner: 


and their sum is Equivalent 


Assets equal Equities 
to Zero 


Addition 
+ 


Subtraction 


B A Cc 


‘With a view to avoiding undue confusion 


it may be said that the line B and the line C 
each have the same significance as line A, 
and, also, that the word addition is, for the 
purpose of this discussion, synonymous to 
assets and the word subtraction synony- 
mous to equities. Further, it may be noted 
that the major function of the secondary 
T-form labelled addition on the left of the 
line B is positive and is designated by the 
plus sign, and that the major function of 
the secondary T-form labelled C on the 
right of the line A is negative and is desig- 
nated by the minus sign. 

One of the outstanding functions of an 
account is that “the opposing tendencies’” 
are set forth. This may be expressed by rep- 
resenting the opposing tendency of the addi- 
tion-section of the principal T-form on the 


* Paton, Accounting, p. 50. 
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right of the line B by a minus sign and by 
representing the opposing tendency of the 
subtraction-section on the left of the line 
C by a plus sign. 

At this juncture one may, with reason, 
pause to indicate what may be termed the 
accounting pons asinorum. This involves 
the ability to conceive the opposing tend- 
ency of an equity account as an addition. 
With a view to aiding one to approach this 
bridge with some degree of assurance, pre- 
cautions must be taken to note that a nega- 
tive direction is decreased by addition and, 
also, that the mental operation demanded 
is contrary to daily practice extended over 
a long period of time. 

A summary of the discussion to this point 
is reflected in the following diagram: 


Assets equal Equities and their Sum is Equivalent 
to Zero 


Addition Subtraction 
+] +]— 
(Increase) | (Decrease) | (Increase) (4) 
(1) (2) (8) (Decrease) 


The last step in the presentation of the 
above interpretation of the accounting 
equation is the explanation of the words 
and numbers in parentheses. The word in- 
crease may be associated with the plus sign 
and with the general character of an asset® 
and the word decrease may be associated 
with the minus sign. Both words, it should 
be emphasized, are used conventionally. The 
Arabic numbers represent the four possible 
divisions of accounts and may be referred 
to for purpose of direction and verification. 
To determine the practicability of the 
above method three business transactions 
are proposed. The first is the simple case 
of a partner contributing $500 to a busi- 
ness. The entries are: 
Cash (increase #1) $500 
Proprietorship (decrease #4) $500 


* The decrease by virtue of addition of the nega- 
tive proprietory interest tends to increase the as- 
sets reducing the claim against them. 
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A second case is the withdrawal of a part- 
ner of $200, and the entries are: 
Proprietorship (increase #8) $200 
Cash (decrease #2) $200 
A third case involving the four operations 
is a transaction in which a sale on account 
for $50 worth of merchandise and later a 
part of the merchandise valued at $25 is 
returned. The entries are: 
Account Receivable 
(increase #1) $50 
Sales-Returns 
(decrease #4) $50 
Sales Returns 
(increase #8) $25 
Accounts Receivable 
(decrease #2) $25 
It is believed that in this proposed pre- 
sentation of the accounting equation a 
method is offered by means of which one 
may acquire a knowledge of the fundamen- 
tal principle of accounting without the use 
—and sometimes pernicious consequences 
due to preconceived notions—of the words 
debit and credit. 
D. J. PircHer 


Two C.P.A. 


For the last three years the Editor of the 
Review has been preparing the accounting 
problems and questions appearing in the 
C.P.A. examination service offered by the 
American Society of Certified Public Ac- 
countants to state boards of examiners. 
This service has differed from that of the 
Board of Examiners of the American In- 
stitute of Accountants in two major as- 
pects: approximately twice as many prob- 
lems and questions have been supplied as 
are necessary for any examination, and an 


Account 
Cash on hand 


Cash in hands of City Treasurer .................. 
Unamortized bond discount ...................... 


earnest attempt has been made to furnish 
a better type of problem. That there have 
been serious shortcomings in the more than 
sixty problems thus far devised, their au- 
thor and the members of his staff who have 
helped him will readily admit. It has been 
hoped, however, that the objectives which 
have been given expression in these prob- 
lems might be examined critically by in- 
structors in courses involving advance prob- 
lems or cases. 

It was this hope of critical analysis that 
suggested the inclusion of the Premier 
Tester Company problem in the December, 
1981, issue of the Review. A number of in- 
teresting responses were received which 
proved to be of great value. Herewith are 
two more problems with an approximate 
time allowance of three and two hours re- 
spectively which appeared in the Novem- 
ber, 1982, examinations. The Editor will 
welcome solutions and comments. 


FIRST PROBLEM 

The Board of Education of the Stone- 
boro school district has authorized you to 
make an audit of its books for the year end- 
ing June 30, 1982, and instructs you to 
prepare a balance sheet composed of two 
funds: one to be captioned “Current Fund” 
and to reflect items arising from operations, 
and a second to be known as “Building 
Fund” which will incorporate only those 
items representing capital assets. In addi- 
tion to the fund balance sheet as of June 80, 
1982, you are asked to prepare a condensed 
statement of income and expense for the 
year ending on that date. 

Following are the trial balances of the 
general ledger on June 30, 1931 and 1932: 


June 30 
1981 1982 

a $ 300.00 $ 300.00 
ed 1,856.29 772.48 
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Equipment— 


Departmental 
Instruction expense 
Administration expense 
Building operation and maintenance .............. 


1929 tax anticipation warrants ..............++6+.. 
1980 tax anticipation warrants ...............+.+-. 
1981 tax anticipation warrants .................++- 
1982 tax anticipation warrants ..................-. 
Certificates of indebtedness 
refnding bonds 
Reserve for uncollectible taxes—1929 .............. 
Reserve for uncollectible taxes—1930 .............. 
Reserve for uncollectible taxes—1931 .............. 
Reserve for uncoliectible taxes—1982 .............. 
Unamortized bond premiums 


In line with customary procedure, 1982 
taxes were levied in July, 1931, and the 
income therefrom will constitute the income 
of the school district for the year 1981-82. 
Inasmuch as the 1982 taxes will not be due 
prior to June 80, 1932, the Board issued 
6% tax anticipation warrants, as in other 
years, in order to provide funds with which 
to operate. 

The balance of 1929 taxes receivable is 
considered uncollectible, and you are au- 
thorized to write it off against current in- 
come, applying it in the ratio of three-to- 
one against Education and Operation in- 
come, respectively. 

According to State law, the levy of 1982 
was required to be divided as follows: 


500,343.46 


The law provides that the portion al- 
lotted to Education covers the expected re- 
quirements for instructional and adminis- 
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June 80 
1981 1982 

1,148,488.59 
426,000.00 $ 172,500.00 
ava 200,137.88 


trative expenses, interest on and retirement 
of refunding bonds, and all purchases of 
departmental equipment. That part of the 
levy relating to Operation covers the esti- 
mated expenses of operating the building, 
expenditures for building improvements and 
equipment, and interest on the prepayments 
of principal of building bonds. 

Miscellaneous income was analyzed as 
follows : 


Particulars Amount 
Laboratory ...... 16,004.78 
Book store receipts 28,987.88 
2,663.05 
Rental of gymnasium and athletic field .. 6,845.00 


All cash received is deposited with the 
city treasurer against whom the Board is- 
sues orders in payment of its obligations. 
Bank balance represents collections of fees, 
rentals, etc., made during the month of June 
which were turned over to the city treasurer 


on the fifth of July. 
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At the close of each school year, the 
Board submits to the State Board of Edu- 
cation a statement of the expenses incurred 
during the term for certain industrial 
courses, and for the care of crippled chil- 
dren. The State reimburses the district with 
an arbitrary percentage of such expenses. 
On July 12, 1982, the district received a 
check for $69,358.32 from the State Board, 
representing the State’s contribution to the 
expenses of the year 1931-82. 

Inventories of supplies on June 80, 1931 
and 1982, were as follows: 


Values at Cost 
June 30 
Item 1981 1982 
Educational supplies ........ $ 6,708.15 $4,156.28 
Administration supplies ...... 2,059.33 1,136.13 
Operating supplies ......... 3,254.06 4,872.40 
$12,021.54 $9,664.81 


During the year building equipment 
amounting to $5,285.00 and fully depre- 
ciated, was discarded, no salvage value be- 
ing realized. The Board has stated to you 
that it assumes that full provision has been 
made for capital expenditures in each year’s 
levy. You may assume, therefore, that any 
deficiency in a levy is deductible from ap- 
propriations for current expenses. 

Because of the difficulty of levying and 
collecting taxes, caused by the depression, 
refunding bonds, payable out of future lev- 
ies, were authorized under a special State 
law for the purpose of providing funds for 
teachers’ salaries. Refunding bonds have 
been issued as follows: 


Discount on refunding bonds applicable 


$1,472.85 
Premium on building bonds applicable to 


Proper provisions for depreciation of 
buildings and equipment for the year 1931- 
32 are: 


Provisions 
1981-2 of Previous 
Asset Provision Years 
Equipment 
Departmental ........ 74,987.08 164,712.60 


Total depreciation ...$199,886.56 $382.064.98 

Other than the facts mentioned, your 
audit reveals the books to be in accordance 
with the true condition of affairs. 


SECOND PROBLEM 


During the course of an audit of the 
books of the Eagle Supply Company in 
January, 1982, you find certain journal 
entries made in 1925 that relate to the re- 
organization of the company, previously 
known as the Eagle Block Signal Supply 
Company, and the absorption of another 
corporation. 

You are asked to prepare (a) statement 
showing how you would compute the good- 
will arising from these transactions; (b) a 
reconciliation of your statement with the 
goodwill item originally set up, and (c) 
an adjusting journal entry (in 1982) to 
correct the records. 

No dividends were paid by the new com- 
pany, and because of the dissatisfaction 


Date of Issue Rate Maturity Amount 
November 1, 1930 6% $20,000.00 payable annually commencing November 1, 1981 ........ $400,000.00 
January 1, 1931 6% $10,000.00 payable annually for five years commencing January 1, 

1982, and annual installments of $20,000.00 thereafter .............. 250,000.00 
May 1, 1981 6% $2,000.00 payable annually for ten years commencing May 1, 1982, 

and thereafter in annual installments of $16,000.00 ............... 100,000.00 
October 15, 1981 6% $10,000.00 payable annually commencing October 15, 1984 .......... 100,000.00 
November 1, 1981 6% $15,000.00 payable annually for ten years commencing November 1, 

1935, and thereafter in annual installments of $50,000.00 ............ 300,000.00 
June 1, 1982 6% $10,000.00 payable annually commencing June 1, 1984 .............. 100,000.00 


Bond premium and discount have not 


arising therefrom a wholly new board of 


been amortized for the year 1981-82, and directors was chosen by the stockholders 


adjustments should be made as follows: 


in November, 1931. 
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In view of the fact that the present man- 
agement and bookkeeping staff have been 
in charge of the company’s affairs only 
since December 1, 1931, and that many of 
the old stock records and files are missing, 
your interpretation of these transactions is 
dependent upon the following data, copied, 
except for the matter in square brackets, 
from the stockholders’ minutes, the general 
journal, and the cash book: 

September 30, 1925 [extract from minutes 
of stockholders of the Eagle Block Signal 
Supply Company |— 

“Agreement with our profitable competi- 
tor, Heigh-Castings Company, was sub- 
mitted and approved on condition of the 
improvement of our financial position 
through the elimination of our building 


October 1, 1925 [from journal]— 


Capital and Surplus 
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mortgage of $282,500.00. In view of the 
fact that holder of our mortgage agreed 
today to waive interest accrued if principal 
is paid in full on or before October 4, 1925, 
President Macomb was authorized to sell to 
the public at par or more as many as neces- 
sary of the remaining 2500 shares of our 
treasury stock in order to pay off the mort- 
gage in full, and to proceed with the ex- 
change of the outstanding shares of the old 
stock for the new in accordance with the 
plan discussed, one old $100.00 par value 
share for one of the new $100.00 par value 
7% non-voting preferred shares and five of 
the $10.00 par value common shares, the 
balance of the new issues to be paid to 
Heigh-Castings Company for its net assets 
and goodwill.” 


Raw materials (physical count; market prices) ...............-.eeeee- 385,834.24 
Work in process (arbitrary estimate, per J.C. M.) ........--.:eeeeeeeeeee 11,198.76 
6% first mortgage payable, due May 20, 1988 (J.C. M.) ...........-..0 eee 282,500.00 
H. C. deal 
{ Note: the last of the above debits eliminated a liability account of that name 
in the general ledger] 
October 1, 1925 [from journal]— 
6% chattel mortgage on machinery 38,095.00 
Accrued interest payable, chattel mortgage—¥, period ................. 5,714.25 
Accounts payable (per list) 288.409.44 
Treasury stock [at par which was book value] sold to J. C. M. @ 98 .... 250,000.00 
On account of H. C. deal, per J. C. M. 
[Note: the last three items were credited to corresponding expense accounts 
in the general ledger, each posting being accompanied by the explanation, 
“Reorg. exp.” The posting of the fourth credit of this journal entry elimi- 
nated an account having the same name] 
October 2, 1925 [from journal]— 
Accrued interest payable—Chattel mortgage ...............ceeeeseeeeees $ 5,142.82 
Interest expense—444 months to October 1 5,087.50 
[No interest had been accrued on books for real estate mortgage] 
Earned surplus—raw material shortage ...............0.seeeeeeeeeeeeeee 4,122.45 
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Reserve for depreciation—Buildings ................00eseseeeeeeeeees $ 255,779.64 
Reserve for depreciation—Equipment and machinery ................+-- 352,822.16 
Goodwill—Correction of H. C. raw material inventory ..............+++- 4,122.45 


Adjustment of H. C. items for errors, omissions, and appraisal, per J. C. M. 
October 4, 1925 [from journal]— 


Reorganization expense, details in journal entry credits of October 1 [carried 
until 1980 as deferred charge; you may assume the correctness of this 


Transfer of stock, per J. C. M. 

[Note: On October 3, 1925, all the nominal accounts in the general ledger were 
closed out to earned surplus. The effect of the first three debits above was 
to eliminate the accounts bearing those names] 


October 4, 1925 [from cash book]— Receipts Disbursements 
J. C. M.—Loan to company [still on books in January, 1982, as account 
October 31, 1931 [from journal]— 


Deposit by J. C. Macomb of 12,500 shares of common stock of this company 
as security for bank loan. 

[Note: You find included in the collateral at the First National Bank, on ac- 
count of the company’s unpaid bank loan of $200,000.00 (receipt issued to 
company), Certificate No. C18, endorsed in blank by J. C. Macomb, covering 
the above 12,500 shares. The above two accounts in 1982 appear on the books 
at the amounts stated.] 
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Two decades ago 


... THE PUBLIC a public utility in- 
UTILITY HOLD- _ vestment - holding 
ING COMPANY... company was es- 


tablished in Chi- 
cago under the laws of the State of Dela- 
ware with an initial issued capital of 
$12,000,000. In the years that followed, a 
quarter of a billion dollars had been added 
to its outstanding capital stock through 
sales for cash, exchanges for property, and 
stock dividends. The company had acquired 
a controlling interest in 54 major public 
utility holding and operating companies in 
many sections of the United States and 
Canada, and had invested heavily in others 
with which affiliation existed through allied 
managements. In April, 1982, with assets 
having a book value exceeding $308,000,000 
—of which more than 70% was represented 
by net worth—the company went into vol- 
untary receivership, unable to meet its ma- 
turing obligations. 

In September, 1929, the company went 
through a complete recapitalization, during 
the process of which 4,777,270 new shares 
of its common stock were sold to the public 
at $20 a share, while 8,700,720 of the new 
common shares were issued in exchange for 
a corresponding amount of old common 
which had a paid-in value not in excess of 
$10 a share. Of the more than $95,000,000 
cash received from the new shareholders, 
approximately $46,000,000, or about one- 
half, was credited to capital surplus ac- 
count, although the cash itself was applied 
to the retirement of a portion of the com- 
pany’s securities previously outstanding. 
At the end of 1929, surplus from all sources 
had shrunk to $33,000,000; by the end of 
1980, thanks to the sales of properties and 
securities to subsidiary companies, it had 


A LF 


risen to $87,000,000. At December 81, 
1981, notwithstanding the recording in 
1931 of profits of nearly $5,000,000 from 
the exchange of securities with affiliated 
companies, surplus had declined to 
$11,000,000, and by the date of the receiv- 
ership in April, 1982, it had dwindled to 
less than $4,000,000. In the meantime, 
throughout this more than two-year period, 
preferred-stock dividends of approximately 
$8,500,000 had been paid annually in cash, 
while common-stock dividends had been 
paid in the company’s own common stock 
at an average annual rate of more than 
$11,000,000. It would seem obvious from 
these facts not only that both preferred 
and common dividends were derived from 
paid-in surplus but that the common stock- 
holders who came into the company in 1929 
supplied the vehicle for dividends paid to 
the other stockholders, preferred and com- 
mon, as well as to themselves. 

During 1930 and 1981 certain loans 
were made to subsidiary companies for the 
purpose of enabling them to meet their 
dividend and interest payments. In this 
manner the company loaned money and im- 
mediately retrieved it as income. How much 
of the company’s income for 1931 and 1982 
may be attributed to this source has ap- 
parently not yet been definitely ascer- 
tained, but from such evidence as has been 
published it might easily amount to a total 
of from five to ten million dollars. 

In the same period stock dividends were 
reported as income in an amount equal to 
their market value at the date of their re- 
ceipt. In 1980 income reported from this 
source exceeded $8,400,000; in 1981, 
$2,600,000. 

In 1928 the company acquired 489,571 
shares of the Class B common stock of Na- 
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tional Electric Power Company (a con- 
trolling interest) for something more than 
$15,000,000, the purchase price including 
a fee of $250,000 paid to a subsidiary of 
an affiliated holding company for negotiat- 
ing the deal. In January, 1980, with a 99% 
controlling interest in National Electric 
Power the company sold to its subsidiary 
116,600 common shares of Central and 
South West Utilities Company (a part of 
a majority interest in another subsidiary 
company) at $22 a share and reported a 
profit therefrom of over $1,600,000. This 
means that the parent company sold a part 
interest in one subsidiary to another sub- 
sidiary, and thereby recovered a portion of 
its investment in cash, all with a handsome 
profit to report to stockholders. 

In 1930 a Canadian subsidiary was es- 
tablished for the purpose of taking over 
the company’s interests in Canadian proj- 
ects. In the exchange of paper accompany- 
ing the transfer, the company took up a 
profit exceeding $1,700,000 which was 
added to current income. 

In 1931 the company donated the sum 
of $13,600,000—which was charged to sur- 
plus—to certain subsidiary companies to 
enable them to write down various invest- 
ment accounts, possibly, though this is not 
certain, involving stock of the parent com- 
pany. In the same year nearly a million 
dollars was loaned to another subsidiary in 
order that it might maintain or liquidate 
brokerage accounts originally established 
for the purpose of keeping up the market 
price of its own stock and that of the parent 
company. To prevent the dumping on the 
market of more than 18,000 shares of the 
parent company’s stock, two other broker- 
age accounts were assumed by the parent 
company without authority from the Board 
of Directors at a cost of $559,000, and 
accounts bearing fictitious names subse- 
quently discovered to represent, respective- 
ly, the treasurer of National Electric 
Power Company and another employee. 
Again, to protect the market price of its 
stock in 1980-31 more than 170,000 shares 
were purchased on the open market by the 
parent company at an average price of 


$26 a share which was more than twice the 
book value of the stock. These transactions 
may lead the casual observer to assume that 
the parent company was somewhat more 
than mildly interested in the maintenance 
of the price levels of its own stock. 

At December 31, 1981, an amount in ex- 
cess of $11,000,000 was charged to surplus 
as a write-down of various investments and 
receivables; of this total, over $6,000,000 
represented an account with and capital 
stock in A. B. Leach & Company, a dealer 
in investment securities, now reputedly de- 
funct. In 1982, notwithstanding the write- 
off of 1981, another $50,000 was loaned to 
the same investment house and stands as a 
receivable today. 

In 1980 and 1981 65,000 shares of Com- 
monwealth Edison Company common were 
borrowed from Great Lake Securities Com- 
pany, which fortunately was a 100% sub- 
sidiary whose assets were apparently con- 
fined to the 65,000 shares. Immediately 
after the borrowing, 50,000 of these shares 
were pledged to Bankers Trust Company 
to secure a loan of $10,000,000. These 
shares are still in the hands of Bankers 
Trust Company. 

In 1919 a fully-owned subsidiary was es- 
tablished for the purpose of taking over 
stocks of two other affiliated companies, the 
parent company receiving in exchange 
65,353 shares of the subsidiary company’s 
stock, valued at approximately $9 a share, 
along with 20,000 more shares thrown in 
for good measure and designated “bonus” 
stock. In 1925 income was credited for 
$500,000 which was the value assigned to 
the bonus stock (at $25 a share), and sub- 
sequently income was further credited with 
more than $3,000,000 as appreciation in its 
holdings in this subsidiary and the sum of 
$721,600 which was a dividend paid in the 
subsidiary’s stock. The holding of this 
100% subsidiary thus yielded in a few 
years’ time more than $4,200,000 in paper 
profits—an excellent record for but one of 
54 subsidiaries. 

These are but a few samples of an amaz- 
ing series of transactions of a holding com- 
pany 80% of whose stock was held by two 
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investment trusts controlled by the same 
management and 70% of whose stock was 
owned by more than 85,000 stockholders, 
many of them small over-sold investors. The 
transactions are cited merely as concrete 
examples of the self-made standards which 
the country’s third largest public utility 
holding company followed as long as it could 
—until disaster overtook it. They illustrate 
the necessity of putting the holding com- 
pany under the same or even more stringent 
social control than that to which the oper- 
ating companies are subjected. 

Let us turn from the specific to the gen- 
eral. From the many publications of the 
Federal Trade Commission recounting the 
details of various holding company inves- 
tigations over a period of nearly five years 
it is possible to deduce a number of wide- 
spread financial practices among these com- 
panies concerning which it is doubtful if 
there can be more than one opinion. 

First in importance is the violation of 
sound intercorporate relationships, which 
most commonly takes the form of a constant 
drain of cash or credit from profitable sub- 
sidiaries. Presumably one of the chief ad- 
vantages of the holding company is its abil- 
ity to relieve operating companies of the 
burden of having to finance themselves. 
With its intimate contact with banks and 
security houses, with investment brokers 
themselves on its Board, with financial ex- 
perts on its staff and an eager public ready 
to put additional money into its securities, 
the holding company presumably has had 
a unique opportunity to play the financial 
godfather to its operating enterprises. Ac- 
tually, for various reasons, the case is 
reversed. In all the major power holding 
companies it has been necessary to milk 
profitable subsidiaries for the benefit of the 
unprofitable, and for the benefit of the hold- 
ing company itself. The application of the 
proceeds of sale of interest-bearing obliga- 
tions and preferred stocks to the purchase 
of common stocks of subsidiaries has built 
up a demand for dividends on common 
stocks that is not relieved when subsidiaries 
can least afford to pay them. Similar has 
been the effect of interest-bearing loans to 


subsidiaries for construction purposes: 
there has been no proper allowance for its 
period of development, and a subsidiary 
might find itself paying interest instalments 
from the principal of the loan. There are 
still other ways of abstracting cash from 
operating subsidiaries. A holding company 
may control a subsidiary through a bare 
majority ownership or perhaps even less 
where the remainder of the voting stock is 
well distributed in the hands of the public. 
If money is available for a dividend, holding 
companies have been known to borrow the 
entire sum available and thus deprive the 
minority or the powerless widely-dispersed 
majority of their proper share. Or, mort- 
gage obligations of subsidiaries have been 
acquired by holding companies in exchange 
for stock in order to reap the benefit of the 
cash ultimately to be paid. Or through un- 
justifiable service charges money may be 
abstracted from defenseless subsidiaries be- 
fore it can get into surplus account. Some- 
what common has been the practice of at- 
tempting to justify construction loans be- 
tween subsidiaries as intra-family affairs; 
suffice it to say that no loan of this type can 
ever be justified except as a last expedient 
of an already well-drained holding com- 
pany. 

Second in the catalog of practices is the 
almost maniacal urge to show earnings, no 
matter from what source. Conservative fi- 
nancing and accounting practices have been 
defied. Principles of valuation have been 
bent to put the greatest amount of income 
in current profit and loss. Arbitrary write- 
ups have been given securities having no 
market value. Worthless securities have 
been sold to subsidiaries at a profit. Sub- 
sidiaries have been formed for the purpose 
of taking over stocks of little value in order 
to avoid decreasing income or surplus by 
their write-off. Good securities have been 
sold to subsidiaries at excessive values. 
Stocks owned have been reduced in value by 
charges to surplus and then sold or ex- 
changed for other stocks in order to reflect 
a profit from the turnover. Stocks have been 
bought from subsidiaries at absurdly low 
prices in order to sell them at higher prices. 
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Loans have been made to subsidiaries in 
order to receive them back again as divi- 
dends ; sometimes this process has been ac- 
complished wholly by book entries. Un- 
profitable ventures have been permitted to 
remain on the balance sheet as advances to 
subsidiaries. Valueless securities have been 
charged off to surplus rather than against 
current profit and loss. Depreciation re- 
serves have been discarded for replacement 
reserves, and composite rates thus lowered 
from seven to three. Costs of financing have 
been capitalized. Dividends on treasury 
stock are credited to profit and loss. 

Third, but not least has been the attitude 
of holding company executives to the pub- 
lic and even to their own employees. Cor- 
ruption at educational sources has ranged 
from “educational” pamphlets for school 
children to the hiring of professors of poli- 
tical economy as lecturers. Ignorant dia- 
tribes have been directed against municipal 
ownership. One prominent public utility offi- 
cial contributed regularly and heavily to 
both parties in each major political cam- 
paign. Strenuous efforts have been made to 
avoid control by the Interstate Commerce 
Commission and by local state commissions. 
Public accountants have been coerced into 
accepting valuation theories in violation of 
their plainest duties to the public. One 
prominent utility head boasts of the fact 
that his company needs no audit and that 
on the few occasions in the past when public 
accountants have been called in, it did not 
take the company’s officials long to con- 
vince the accountants that the books were 
correct. There has been also a constant ef- 
fort to boost rates rather than to decrease 
them, and at least one of the holding com- 
panies hailed with unconcealed joy the 
recognition by the United States Supreme 
Court that cost of reproduction and cost 
of reproduction alone was the proper basis 
for depreciation in rate cases. 

These three groups of practices are of 
vital concern to the public. The constant 
withdrawal of cash from subsidiaries not 
only works a hardship on minority interests 
by depriving them of a fair return on their 
investments but also tends to justify the 


maintenance of present rates or even an 
increase of rates demanded of the public 
for service. On this latter point there is con- 
siderable room for argument, for the hold- 
ing companies have vigorously denied the 
charge. The subject is one too large to enter 
into here but thus far the preponderance 
of the evidence seems to lie against the hold- 
ing companies. Again, the practice of dis- 
torting earnings through the adoption of 
financial devices that may at least be termed 
dubious has deceived bankers and other 
creditors, to say nothing of the multitudes 
of small investors whose savings are being 
lured away from them; and the practice of 
paying dividends out of capital has still 
further deluded these three groups of in- 
dividuals. Finally, the arrogant attitude of 
holding company managements toward the 
public, the curtain of mystery and secrecy 
surrounding their transactions, their loud 
cries of “take the government out of busi- 
ness” when Federal control over their enter- 
prises is suggested—these things, measured 
socially, are remarkable answers to those 
who have granted them monopolistic privi- 
leges, who defend them against competition, 
whose pocketbooks are called upon for yet 
more contributions to make their position 
more secure, and to whom their final duty, 
for so the public has always been led to be- 
lieve, is the rendering of good service at the 
lowest possible cost. 

A remedy lies at hand of which public 
utility holding companies may yet avail 
themselves. It can perhaps be applied with- 
out the introduction of new laws; but it 
is somewhat doubtful if moral suasion will 
suffice. Without legislation it would require 
an idealism in business affairs of which ac- 
countants catch only occasional, even 
though hopeful glimpses and which, in such 
large amounts as needed here, it would be 
almost impossible to expect. That remedy 
is publicity—full, open, free, frank public- 
ity as to its financial affairs on the part of 
every public utility holding company in con- 
sideration, at least in part, for the monop- 
olistic privileges on which its life-blood de- 
pends. Full publicity would involve a dis- 
closure of all proposed financings includ- 
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ing the intended disposal of the proceeds, 
followed by a report of the actual disposal 
of the proceeds; public hearings on pro- 
posed acquisitions or extensions; a frank 
admission of any of the financial practices 
similar to those mentioned, if not prior to 
the event, at least in the next following an- 
nual report, together with reasons for 
adopting the criticized practices ; a full dis- 
closure of valuation principles followed ; an 
annual report outlining clearly the rela- 
tionship with subsidiaries; an inclusion in 
the annual report of a statement of appli- 
cation of funds consistently prepared from 
year to year so that successive statements 
of this character may be not only on a com- 
parable basis but may be added together 
without adjustment from the inception of 
the company and reconciled with the cur- 
rent balance sheet without the necessity for 
further information; a full accounting in 
each annual report for all stockholdings of 
management, and management’s compensa- 
tion in salaries, fees, commissions, securi- 
ties; an unrestricted audit, made at least 
annually, by certified public accountants 
who will be responsible for the form and 
contents of the financial statements and all 
quoted financial facts appearing in the an- 
nual report to stockholders; and so on. 
It should not be inferred from the above 
that full publicity freely accepted by or 
forced by legislation on public utility hold- 
ing companies will cure all their ills. De- 
cidedly it will not. But it will at least open 
the eyes of the public to what is going on 
behind the scenes and by virtue of that 
fact preclude a good many of the old prac- 
tices. The corporation, be it even a pub- 
lic utility holding company, is still a social 
institution and possesses an inordinate 
sensitivity to criticism arising from public 


opinion. No corporation has ever stood 
against public opinion for long and none 
will in the future. Publicity, even the de- 
mand for publicity, if given the proper im- 
petus—and the movement is now more than 
discernible—will quickly and profoundly 
modify the holding company as we know 
it. Publicity for the ridiculous series of 
transactions which have been enumerated 
would have made most of them impossible. 

There are other remedies which might 
well go with publicity. One is a responsible 
directorate. Rare is the accounting prac- 
titioner who cannot furnish numerous ex- 
amples of ignorant but well-meaning di- 
rectors. Especially in the public utility field 
has the directory of directors become a sort 
of social register. Another remedy is a 
sounder basis of valuation—for purchases, 
sales, and assets during the period they are 
owned. The matter is a fascinating one and 
has given rise to much confused thinking— 
as for example, the reasoning leading to the 
majority decision in the Baltimore Street 
Railways case of 1930. The man on the 
street is yet to be convinced that any theory 
of valuation other than the prudent-invest- 
ment theory is sound economically or finan- 
cially. Accountants, be it remembered, can 
only second the opinions of that ever-pres- 
ent censor. 

Accountants will do much not only to 
encourage sound valuation principles but 
also, and this is the most important thing 
of all, to reshape, even codify the funda- 
mental financial standards underlying the 
transactions of all business. Let the ac- 
countant recognize his duties as a social 
scientist, and he can go far in reéstablishing 
the public confidence in business which the 
public utility holding company has tended 
to destroy. 
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BOOK REVIEWS 


Wage-Payment Plans that Reduced Production 
Costs. Colonel Hugo Diemer. (New York: Mc- 
Graw-Hill Book Company, 1930. Pp. vii, 272.) 
This very interesting and practical book is di- 

vided into three parts. The first is a short chapter 
describing the basic elements out of which incentive 
wage plans are compounded. Part II is a brief 
description of each of the best known plans. This 
is admirably done, and even the reader who has 
been long accustomed to peruse such descriptive 
accounts will find his impressions sharpened by 
these thumbnail sketches, The third and major part 
of the book is a compilation of some thirty-five ac- 
tual systems of wage incentive plans, written up 
for the most part by the men immediately respon- 
sible for their supervision and operation. The diver- 
sity of these cases helps to make a very complete 
picture; not only are many industries represented, 
but incentives for the different purposes of increas- 
ing production, decreasing expenses, maintaining 
quality, and improving maintenance practice are 
all described. The sum total forms a pretty good 
cross section of intelligent American manage- 
ment. 

We still need an authoritative survey of the ex- 
tent of the use of incentive wage plans. The author 
cites (page 18) studies showing from 49 per cent 
to 54 per cent of workers or plants on incentive 
wage. It is not indicated whether for this purpose 
piece rates are included as incentive plans, as they 
are on page 51. Other estimates, not including piece 
rates, have usually indicated a much smaller per- 
centage than is given by Colonel Diemer. 

The author repeats {page 29 and elsewhere) the 
customary statement that under Taylor’s differen- 
tial piece rate, or other incentive system, there is 
less fear or less need of cutting the rates, than in 
the case of straight piece rates. It is assumed that 
under the incentive plans, strictly so called, the 
rates will be more carefully determined than for 
the straight piece rates. It ought to be plain that 
this is not necessarily so, though hitherto it has 
apparently been so in fact. This doubtless is be- 
cause straight piece rates are the older system, and 
have been used in many cases before modern meth- 
ods of job measurement were available, and for 
this reason incentive plans have frequently super- 
seded piece rates in many cases where the latter 
have become unsatisfactory through careless or im- 
proper fixing. The only fair comparison, however, 
would be between the incentive systems and straight 
piece rates with the same degree of skill, care and 
scientific measurement applied in both cases in 
working out the rates. 

Adequate representation is given to the group 
bonus systems, and one is again struck with the 
efficacy of these, not only in reducing the expense 
of the payroll work itself, but also in eliciting satis- 
factory group conduct and codperation. In addition 


to the customary examples from the automobile in- 
dustry, a case like that presented by Mr. J. F. 
Stiles, Jr., on page 97 sounds attractive and con- 
vincing by reason of its simplicity. In this latter 
respect also the paper by Mr. Samuel A. Peck, 
indicating that it is not necessary to make complete 
time studies for every single rate, but that many 
rates may be interpolated between time studies 
made of key operations, is very encouraging to 
those who fear the mechanics of incentive sys- 
tems. 

The date of the preparation of this book was 
circa 1929, and the notes of exuberant optimism and 
satisfaction running through it sound like voices 
from a departed world. We ought now to have an 
additional volume telling us fully and frankly how 
all these systems have since fared. The protago- 
nists of incentives would doubtless say that they 
have required much less changing and adaptation 
than would have been needed with other wage sys- 
tems, and this may be so. Nevertheless, we would 
like to hear the next chapter of the story. 

T. H. Sanpsrs 


High and Low Financiers. Watson Washburn and 
Edmund S. DeLong. (New York: Bobbs-Merrill 
Company, 1982. Pp. 315. $2.50.) 

During 1929 and 1930 Mr. Washburn was As- 
sistant Attorney-General in charge of the Bureau 
of Securities of New York State, while Mr. De 
Long was one of its investigators. During these 
two years in approximately one thousand cases of 
fraudulent financial practices temporary or per- 
manent injunctions were obtained. Cases having 
criminal aspects were referred to the District At- 
torney of New York County or the United States 
Attorney. 

This book in certain aspects brings up to date 
Professor W. Z. Ripley’s treatise on “Main Street 
and Wall Street” but its topic is somewhat nar- 
rower, because two-thirds of its content is devoted 
to very informing and, in a sense, very entertaining 
histories of such famous financial crooks as George 
Graham Rice, the Reverend Fenwicke L. Holmes, 
Wilen W. Easterday, Harold Russell Ryder, Arthur 
H. Montgomery, Charles V. Bob and Nicholas 
Partos. All these types seem to have certain human 
traits in common. They all were clever, of abundant 
vitality and joie de vivre, they all were of the hand- 
some, confidence inspiring “banker’s type,” who 
easily succeeded in conquering the affections and 
the pocket books of all they came in contact with, 
be they male or female lambs. The victims’ names 
in most instances are not given by the authors “to 
save them from embarrassment and from the pos- 
sible reloading tactics of other swindlers.” But cer- 
tain cases are too well known, such as Charles V. 
Bob’s sponsorship of Admiral Byrd’s Antarctic Ex- 
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pedition, that brought Bob in contact with Charles 
Evans Hughes, Otto Kahn and others, and made 
Byrd “unwittingly Bob’s greatest ally and as affec- 
tive as a tipster sheet in boosting his stocks on the 
Curb.” 

Another famous flier, Clarence A. Chamberlin, 
was persuaded by A. H. Montgomery, who had 
just come out of Atlanta Prison on parole after 
being sentenced as a financial crook to four years 
and forty weeks, to become president of the Cres- 
cent Aircraft Corporation. Two hundred thousand 
shares of no par value Class B stock were sold to 
the gullible public at prices between thirteen and 
twenty dollars a share. Montgomery knew the value 
of a distinguished name in stock-selling projects. 
A production of 80,000 planes was promised, but 
only one plane was ever finished and that had been 
already under construction when Montgomery in- 
corporated the “Crescent Aircraft Corporation.” 

Aside from the splendid description of the tech- 
nique of the stock-swindlers a long list of other 
methods to “gyp” the public are brandmarked. Of 
special interest to accountants should be the cases 
of the People’s Home Journal, the Missouri-Kansas 
Pipe Line, Lord Kylsant, the Gillette Safety Razor 
Company, and Prince and Whitely Trading Cor- 
poration. The People’s Home Journal and the Mis- 
souri-Kansas Pipe Line sold their stock to the pub- 
lic after the publication of a “pro forma balance 
sheet.” The Missouri-Kansas Pipe Line showed over 
58 million dollars in cash and working funds, but 
most of this “cash” was represented by nothing but 
stock subscriptions which later turned out to be not 
collectible. (It is to be regretted that the authors 
did not have available to them the record of the 
W. B. Foshay Companies of Minneapolis.) 

Lord Kylsant, head of the Royal Mail Steamship 
Line, was sent to prison for one year because he 
had paid dividends out of surplus reserves instead 
of current earnings, and because in a prospectus to 
sell debentures he had given the average earnings 
for the last ten years, but had concealed the fact 
that the first three years of these ten had been very 
prosperous as compared with the seven lean years 
that followed. The words of the court, “half a truth 
is no better than a downright falsehood”—express 
a conviction that our own courts might well adopt 
to a greater extent in like cases. 

The Gillette case was based on the discovery of 
fraudulent accounting practices, while the Prince 
and Whiteley Trading Corporation and the diverse 
investment trusts of the already mentioned Mr. Bob 
demonstrated the magic possibilities along the line 
of evaporation and shifting of assets, an art in which 
these gentlemen probably were insignificant dilet- 
tants compared to that master of “asset shifting,” 
Mr. Ivar Kreuger. (The Kreuger affair became 
known after the completion of this book.) 

The description of abuses of the stock market by 
insiders as illustrated in the cases of the Manhattan 
Electrical Supply Company, the Brockway Motors, 
Celotex Company, and Advance-Rumely Corpora- 
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tion could have been greatly enlarged had only 
the “revelations” of the senate stock-market in- 
quiry been known. 

The concluding chapter is named, “Existing and 
Potential Remedies.” Quoting the authors, “the 
manner of enforcement and its personnel are more 
important than the language of the statute. New 
York State afforded a good example of this prin- 
ciple. The anti-fraud act of that state, the so-called 
Martin Act, was almost a dead letter from its pas- 
sage in 1921 until Keyes Winter was put in charge 
of its enforcement in 1925. He rapidly built up an 
energetic organization which made that same law, 
without any vital amendments, one of the most 
deadly to the swindlers in the whole United States. 

“Conversely, one or two states have iron-clad 
blue-sky laws on paper, which in practice are al- 
most as negative as New York’s fraud act before 
1925, for lack of an adequate staff to work the 
machinery. 

“This is one reason why attempts to secure the 
adoption of a uniform blue-sky law by all the forty- 
eight states have met with slight success. Another 
and more fundamental argument against uniformity 
is the enormous differences in conditions in the sev- 
eral states with respect to their securities business. 
Even the most radical reformer would hesitate to 
urge a complete blue-sky law for New York, which 
would mean setting up a state commission to pass 
on the soundness of every new security offered for 
sale in that state, with certain exceptions. The 
volume of new financing in New York is so great 
that one of two results must ensue. If the com- 
mission conscientiously tried to examine every pro- 
position thoroughly, it could not possibly keep up 
with its docket, and hundreds of companies would 
be compelled to wait years for their new money, 
unless they went to some other state or nation for 
it, as of course they would do. Or else, in order to 
keep up with its work, the commission would mere- 
ly rubber-stamp its approval on all issues sub- 
mitted, and its entire labor, as well as the labor of 
the bankers and underwriters in preparing and fil- 
ing the applications, would be worth exactly noth- 


ing. 

“Incidentally, it may be noted that any commis- 
sioner or examiner who can intelligently pass on the 
soundness of all the security offerings in any of 
our great financial centers must be a man of ex- 
traordinary capacity, and since these appointments 
are often political, it is not surprising that oc- 
casionally a blue-sky commission fails to function 
properly.” 

The reviewer is of the opinion that the method of 
supervision of new security issues needs much im- 
provement and that the waste of capital due to out- 
right crooks is only one aspect of the problem.* The 


1The formulation of a comprehensive pooares 
of the “Control of Capital Market” has at- 
tempted by the reviewer in an article with this title, 
to be published by the American Economic Review, 
September 1932. 
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book leaves the reader with the impression that 
the accounting and the legal professions have no 
reason to be proud of their achievements, but that 
they have a wide field in which master minds will 
find plenty of work to be done. 

Rozsert WEIDENHAMMER 


The Story of Uncle Sam’s Money. W. O. Woods. 
(New York: The Gregg Publishing Company. 
1982. Pp. xiv, 177.) 

The author, Major Walter O. Woods, Treasurer 
of the United States, gave a series of addresses in 
1980-81 on the story of Uncle Sam’s money. These 
addresses have been used as a basis for this book. 
The purpose of the volume evidently is to give to 
the general public in a concise and simple manner 
information concerning some of the transactions 
carried out by the Treasury Department, emphasiz- 
ing in particular the issue and redemption of money 
and bonds. 

In the first two chapters a brief description is 
given of the general structure of the Treasury De- 
partment and of the methods used in accounting 
for, and the auditing of, receipts and disbursements. 

The next seven chapters are devoted to a short 
history of various types of money that have been 
issued by the United States. This includes a de- 
scription of metal coins, gold and silver certificates, 
“greenbacks,” national bank notes, federal reserve 
notes, and some obsolete and emergency currencies. 

How the federal reserve banks cooperate with 
the Treasury Department is the subject matter of 
another chapter, being followed by a brief account 
of the process of bond redemption and of how 
error and fraud are prevented in safeguarding the 
currency and the bonds. 

The various activities of the Treasury Depart- 
ment other than those of the Treasury proper are 
very briefly described in another chapter. These 
activities include jurisdiction over internal revenue, 
customs, coast guard, federal buildings, public 
health, industrial alcohol, farm loans, and engraving 
and printing. 

The federal budget and the financial operations 
of the national government are given scant and 
elementary attention in the last two chapters. 

The book is clearly and simply written and con- 
tains several interesting pictures. The author has 
succeeded fairly well in his attempt to clarify for 
the layman the monetary operations carried on by 
the Treasury Department. The book, however, is 
of little value to one already informed on money 
problems. 


Cart E. 


The Dual System of Stabilisation. Enlarged second 
edition. J. Taylor Peddie. (London: Macmillan 
and Co., Ltd., 1931. Pp. xviii, 250. $5.00.) 

The implications of the “catchy” title help to sus- 
tain the reader’s interest to the last chapter wherein 
the author states his thesis “that commercial bank- 
ing must be separated from financial banking and 


that the ratio at which banks may be permitted to 
expand financial credits should not exceed nine to 
one.” There are a number of interesting suggestions 
for changing banking policy and monetary legisla- 
tion, but the statistical and historical evidence sub- 
mitted is chiefly that of Great Britain. Lengthy di- 
gressions are devoted to the author’s diverse ideas 
concerning Great Britain’s debt problem, taxation 
policy, and world position. 

All of our present difficulties arise, in the au- 
thor’s opinion, from the defects of the monetary 
system based on gold (p. 173). However, he derides 
the adoption of a currency managed with reference 
to the price level (pp. 181, 185, 220). He proposes, 
peculiarly, a domestic currency dominated by pro- 
ducers and not by banking policy (p. 145). Pro- 
ducers would fix their prices at cost plus an allow- 
ance for profit, antecedent to the granting of credits 
in the form of commercial bills based upon such 
production, and the quantity of currency therefore 
would fluctuate with the aggregate values of such 
production. Gold would be treated as a commodity 
to be used in settling international balances (p. 
115), without maintaining a fixed price for the pur- 
chase and sale of gold (p. 117). Fluctuating central 
bank rediscount rates as a method of controlling 
credit volume would be abolished. In lieu thereof, 
central banks would be given the power to fix and 
vary the ratio permitted to banks between their 
deposits and cash. Somehow—and presumably con- 
tinually—the new monetary system would bring 
about increased production, higher wages, and lower 
prices, giving Great Britain a greater domestic 
prosperity and a stronger bargaining position in 
her export market. Few of the effects or repercus- 
sions of the proposals have been canvassed or stated. 
More particularly, the relationship of his proposals 
to business profits and resulting effects on business 
enterprise, business cycles, and the capitalistic sys- 
tem of economic control are ignored. None of the 
specific proposals for creating a new monetary 
world have been carried through to their logical 
or practical conclusions. 

The author states that his “‘Dual System of 
Stabilisation’ is largely, if not wholly, in operation” 
under the provisions of the Federal Reserve Act 
(p. 227), except that he would have, as a method of 
credit control, (a) all member banks compelled to 
rediscount all eligible commercial bills (p. 225) and 
(b) member bank ratios of deposits to cash and 
reserves changeable by the central board in lieu 
of present fluctuating rediscount rates. 

The book is typical of a large number of publica- 
tions appearing in periods of great economic dis- 
turbance. Such publications in our day threaten to 
become even more numerous than those produced in 
America during the gold and silver controversy 
before and after 1896, or those produced in England 
before and after the Bank Act of 1844. These books 
indicate the number of earnest persons interested 
in the problems of economic organization and dy- 
namics who possess a praiseworthy desire to im- 
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prove the system and advance human welfare. Such 
publications serve to direct public attention to the 
problems of reform, but do not add much to scienti- 
fic knowledge of the fundamental issues involved 
because the authors do not fully reconcile their 
ideas with the earlier research and authoritative 
thought upon the same problems. 
J. Franxurn Esersore 


Cases On American Business Law, A. B. Frey. 
(New York: The Macmillan Co., 1982. Pp. 270. 
$1.90.) 


It is customary in business law texts to include 
the subjects of contracts, agency, sales, negotiable 
instruments, partnerships and corporations. Judge 
Fry, along with others, adds to this group the fields 
of bailments, carriers, suretyship and guaranty, and 
insurance. It is generally conceded that a book 
which treats these subjects by the case method of 
approach must necessarily be somewhat longer 
than one which covers the same subjects by the text 
method. Statements of facts, citations of cases, and 
the tendency of many courts toward verbosity are 
bound to consume space. In the past, therefore, the 
teacher of the subject by the case book method has 
had to content himself by making large assignments 
or covering fewer subjects than was necessary un- 
der the text book method of approach. The author 
apparently attempts to correct this defect in the 
case method—if such it be—by reducing materially 
the number and length of the cases included. 

The text treats all of the subjects mentioned 
above in about one-fourth of the space usually de- 
voted by case book authors to the subject. As a 
result, it is not surprising to discover that many 
of the subjects are inadequately treated. Only a 
few outstanding illustrations of vital omissions can 
be included in this brief review. The following will 
have to suffice: (1) in the field of contracts, the 
author includes nothing on the duration of an offer, 
its revocation or rejection, and while treating con- 
sideration fails to mention gratuitous promises or 
performance of contractual duties; (2) in negoti- 
able instruments, he dismisses the whole field of 
requisites of negotiability with one case and gives 
to the holders in due course the same scanty recog- 
nition, while conduct required to hold secondary 
parties liable receives almost no attention; (8) 
in sales, no consideration is given to the passage 
of title to goods in transit; (4) the subject of 
partnerships as treated gives no inkling of how 
profits are to be divided or whether the partners are 
entitled to compensation for services rendered or 
to interest on their investments; and (5) in corpora- 
tions no mention is made relative to the rights of 
different classes of stockholders, while the impor- 
tant topic of dividends receives attention in only 
one case. 

These deficiencies make the text of no real value 
to the layman, the student of accounting or the 
general student of business. The omissions relate 
to matters of such vital importance that the ac- 


countant would be totally unprepared to meet the 
legal problems which confront him and the general 
student of business would have legal foundation 
upon which to build his plans for the future. 

Where one-semester courses are given to non- 
commerce students, it is possible that the text might 
be used. Even there it would be necessary for the 
teacher to bridge innumerable gaps out of the rich- 
ness of his own knowledge and experience. 

For those who have been teaching business law 
entirely by the textbook method and who have felt 
the need of short and concise cases to supplement 
the text reading, the book satisfies a real need. The 
cases are brief, the statements are concise and the 
situations are well illustrative of the principles in- 
volved. The book contains in compact form illustra- 
tive material in all the fields of business law and 
should find a welcome place as a companion to books 
which treat the subject entirely from the textbook 
viewpoint. 

E. R. 


Introduction To Principles of Accounting. H. A. 
Finney. (New York: Prentice-Hall, Inc. 1932. 
Pp. xv, 649. $5.00.) 

“Introduction to Principles of Accounting” em- 
phasizes the fact that “at the earliest possible mo- 
ment in the course the student should be acquainted 
with the entire cycle of bookkeeping procedure.” 
There is little question but that too little attention 
has been given in elementary accounting courses to 
the recording phase of accounting and I for one 
agree most heartily with Finney that every student 
of accountancy should be thoroughly acquainted 
with the various steps in the bookkeeping cycle be- 
fore they begin the so-called theoretical study. 

Finney introduces the subject with the corpora- 
tion as the owner of a business rather than with the 
usual individual proprietor. In the Preface he gives 
four reasons for adopting this plan. It will be very 
interesting to hear the reports on this point given 
by those instructors who may use the text. 

There are many detailed points in this text upon 
which there may well be a difference of opinion. 
But on other matters it would seem that greater 
care should have been given to the points involved. 
In the first few chapters there are many such points, 
but obviously a review is not the place to discuss 
them in detail. 

In his chapter on Partnerships the author carries 
the partners’ share of profit and loss directly to the 
Capital accounts. The Drawing accounts are also 
closed directly into the Capital accounts. Is this 
proper accounting procedure? If profit and loss is 
shared in proportion to investment, does the author 
advocate the annual revision of the partnership 
agreement? 

On page 821 the author states “Good will is an 
asset and if a value is agreed upon it may be re- 
corded by an entry debiting good will and crediting 
the partners in their profit and loss ratio.” Yet on 
page 507 the author states a Good Will account 
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can properly appear on the books only in the case 
that the Good Will was actually paid for. Why 
this conflict in statement? 

A tendency to condense the material and to im- 
ply but one way of handling a matter is illustrated 
in the chapter on the Numerical Chart of Accounts 
where the author uses the consecutive numbering 
system without any discussion of the use of sym- 
hols in general or of other systems of symbols. 

The chapter contents cover about the same 
ground as the usual first year text with the excep- 
tion of the chapters on Home Office and Branch 
Accounting and Parent and Subsidiary Companies. 
It would appear that the space given these topics 
might better have been given to a more detailed dis- 
cussion of several of the other topics. 

In general, questions and problems are given at 
the close of each chapter with considerable practice 
set work introduced in the latter two hundred and 
twenty-five pages of the text. 

F. H. 


Accountants’ Index—Third Supplement: A Bibliog- 
raphy of Accounting Literature, January 1928 
—December 1931. (New York: American Insti- 
tute of Accountants, 1932. 635 pp.) 

The bibliography of accounting literature is once 
more up to date; at least it has been compiled in 
this volume down to the end of 1931. We gather 
from the Introductory Note that there has been 
some discussion in the Council of the American In- 
stitute of Accountants as to the commercial aspects 
of this publication, and we are glad indeed that it 
was decided not to intend it as “a commercially 
profitable venture” but as “a duty of the Institute 
. . . for the benefit of accountancy.” It would be 
most disappointing if such a comprehensive treat- 
ment should cease publication for purely financial 
reasons; the science and practice of accounting 
should not be deprived of this most valuable aid. 

The compilers must constantly be confronted 
with problems involving the scope of this work. If 
accounting literature were defined in the exclusive 
sense of covering only those writings about account- 
ing in the immediate and narrow sense of journals, 
ledgers and statements, the book could probably be 
reduced to 10 per cent of its present dimensions, 
but then it could not possibly fulfill the purposes 
which it now serves. The real problems of account- 
ing arise in the application of its principles and 
technique to the complex and divergent conditions 
of many industries, and it is natural that the litera- 
ture covering these applications should be volumi- 
nous. Furthermore, the accountant’s equipment can- 
not be limited to a facility with the immediate 
processes of the subject, and it is entirely appropri- 
ate that this bibliography should go also into such 
adjacent fields as credits and collections, the legal 
aspects of business, investments and finance, pur- 
chasing and factory management. In treating of 
these subjects, moreover, the listing includes not 
only whole books and separate pamphlets, but chap- 


ters in books and magazine articles, In the latter 
connection the directory of publications at the end 
of the volume is very helpful. 

One scarcely knows whether to be filled with 
pride or despair at being confronted with a litera- 
ture so voluminous. Our only hope seems to lie in 
the remark of a well known professor that “the art 
of reading consists in judicious skipping.” Sifting 
wheat from chaff seems to be a permanent occupa- 
tion of the human race, in spite of the progress of 
modern agricultural machinery. 

T. H. Sanpens 


A Demonstration of Ratio Analysis. (Urbana: Uni- 
versity of Illinois, Bureau of Business Research, 
1931. Pp. 52.) 

“The Illinois Securities Act of 1919 attempts to 
classify and control the sale of securities within the 
state in order to protect the purchaser. Corpora- 
tions seeking to sell securities in the state must 
file the necessary information with the Secretary 
of State and receive his approval under the Act. The 
Bureau of Business Research has made a study of 
173 companies which have qualified securities under 
this Act, in order to see to what extent a financial 
analysis by means of balance sheet ratios would 
have indicated the companies which were most likely 
to survive (as proven by subsequent operations).” 

The financial statements on which the study was 
based, were dated between the time of the passage 
of the Act in 1919 and the close of the year 1925. 
“The latter date was chosen in order to leave an 
interval of some length from the date of the latest 
summaries to the time of the study.” Eleven de- 
tailed tables are presented to permit a comparison 
of the ratios of companies according to the vari- 
ous degrees of financial success attained after sell- 
ing their securities. For the purposes of these com- 
parisons the companies were grouped as follows: 

1. Paid regular dividends on securities which 
were sold 

2. Operating but had not paid regular dividends 
after sale of securities 

3. Paid regular dividends on common stock 

4. Failed since qualifying securities 

The ratios presented in the tables are as follows: 
. Current Assets to Current Liabilities 
. Net Working Capital to Tangible Assets 
. Current Assets Less Inventories to Current 

Liabilities 

4. Current Assets to Fixed Assets 

5. Tangible Net Worth to Fixed Assets 

6. Tangible Net Worth to Tangible Assets 

7 

8 


on 


. Net Profit to Sales 
. Sales to Tangible Net Worth 
9. Sales to Tangible Assets 
10. Operating Profit to Tangible Assets 
1l. Net Profit to Tangible Net Worth 
12. Inventory to Total Current Assets 
The material presented shows that the com- 
panies, which operated successfully during the 
period covered by the study, had, in the majority 
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of cases, better balance sheet ratios than those 
which failed or were considered as relatively less 
successful. “The observations recorded in this study 
show that there are certain balance sheet ratios that 
indicate the future prospects of a company quite as 
accurately as the profit and loss relations. Strictly 
interpreted, this means that one should be able to 
foretell the future of a company without an operat- 
ing history by means of ratio analysis as consistent- 
ly as if one had records of past performance. Prac- 
tically, however, there are many factors that serve 
to temper an estimate of the future if there is an 
operating history available in addition to the bare 
figures. Nevertheless, balance sheet ratios might 
well assume a more important réle in the analysis 
of new companies than they have played and might 
furnish significant supplementary evidence for pre- 
dicting the probable future operation of old com- 
panies.” 

The results of this study merit the consideration 
of anyone interested in the future of a business 
enterprise. 

D. S. Botox 


Introductory Cost Accounting. Cecil Merle Gilles- 
pie. (New York: Ronald Press Co. 1982. Pp. xii, 
255. $4.10.) 

Intermediate Accounting. Harry Altschuler. (New 
York: Ronald Press Co. 1982. Pp. xi, 335. $8.85.) 


Introductory Cost Accounting is one of the vol- 
umes of the Complete Accounting Course of which 
Professor Himmelblau is the editor. This text con- 
sists of fifteen lectures. Each lecture is followed by 
a bibliography and a series of questions and prob- 
lems. In addition a practice set accompanies the 
book which has not been reviewed. 

The first nine lectures are devoted to developing 
the procedure of the job lot system of cost account- 
ing. The remaining seven lectures deal with Esti- 
mated Costs, Process Costs, Standard Costs, Waste- 
Joint Product Method and By Product Method, 
Spoilage, and a Uniform Classification of Expense 
Accounts. 

The text stresses procedure throughout. After an 
introductory chapter defining the necessary terms, 
and explaining the flow of costs through the various 
control accounts and subsidiary ledgers, the book 
proceeds with a discussion of accounting for ma- 
terials, labor and factory expense and the distribu- 
tion of the latter to particular jobs. The procedure 
in each case is well developed and the student will 
be able to follow the methods illustrated. 

The reviewer was impressed by the complete han- 
dling of the subject, despite the brevity of the lec- 
ture material. A bibliography accompanies each 
chapter which should prove useful gaining a more 
complete understanding of the subject. The ques- 
tions and the problems at the end of each lecture 
give the student an opportunity to test himself as 
he progresses with the course. These problems have 
been well chosen, and together with a practice set 
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should be ample for a course in elementary cost 
accounting. 

The entire last lecture of this text is a series of 
review questions of the entire course. A glossary 
is attached to the last lecture which defines a num- 
ber of cost accounting terms which are not specifi- 
cally defined in the text. 

Intermediate Accounting is a volume of the Com- 
plete Accounting Course edited by David Himmel- 
blau to be used by students who have completed one 
year of accounting. The book is divided into fifteen 
lectures, each of which is followed by problems 
illustrating the points presented. In addition, a re- 
view problem at the end of each lecture tests the 
students’ ability to correlate the new topic with 
prior subject matter. The last lecture is devoted en- 
tirely to a series of review questions on each lec- 
ture. 

The subjects discussed in this volume are: The 
proper forms of profit-and-loss statements and bal- 
ance sheets, the application of funds statement, 
analysis of changes in profits, the classificatica of 
expenditures, joint venture accounting, consign- 
ments, foreign and domestic branch accounting, 
consolidated balance sheets, installment sales ac- 
counting, accounting on a liquidation basis and 
executor’s accounts. 

Various forms of profit-and-loss statements and 
balance sheets are presented followed by a d.scus- 
sion of asset valuation. The classification of ex- 
penses and income together with significant ratios is 
explained in connection with the statements. 

Lecture 8 dealing with the application of funds 
statement proceeds from the simple to the more 
complex statements and is well developed. 

The treatment of “analysis of changes in profits” 
is thorough and the subject is well illustrated. 

Lecture 5 discusses the classification of capital 
and revenue expenditures. In addition the various 
methods of calculating depreciation are explained; 
also the treatment of fully depreciated assets, as- 
sets traded, and necessary revisions of the reserve 
for depreciation account. 

Detailed records kept by all parties, detailed 
records kept only on manager’s books and a sepa- 
rate set of books for the joint venture are ex- 
plained in lecture 6. 

Both the consignor’s records and the consignee’s 
records are illustrated in connection with consign- 
ments. The material on consignments unsold at clos- 
ing date is inadequate, however, for a complete 
understanding of the subject. 

Accounting for foreign branches immediately 
follows the subject of domestic branches, which is 
the logical order of presentation. Both subjects 
have been well developed by the author. 

Consolidated balance sheets are explained very 
clearly in lectures 10 and 11 with the following ex- 
ceptions. Reserves for inter-company profits are in- 
adequately treated, and reserves for intercompany 
profits in fixed assets are not treated at all. The 
consolidated profit-and-loss statement is not dis- 


Be 
th 
in 
rt 
g & a 
of 
ni- 
to 
he 
ry 
of 
ld 
an 
est 
le 
On 
m- 
ich 
ids 
WS: 
: 


312 The Accounting Review 


cussed, which seems to be an important defect. 

The development of installment-sales accounting 
for both personal property and real property is a 
very excellent treatment. It is as good as any the 
reviewer has been privileged to read. 

The statement of affairs and deficiency account 
and the liquidation of partnerships are presented 
in lecture 18. These are two rather large subjects 
for one lecture but the author has done exceedingly 
well in knitting the two together by giving an il- 
lustration of a liquidating partnership. 

As a whole the subjects treated in the text are 
well illustrated and presented in a more logical or- 
der than in a large number of advanced accounting 
texts. 

Wayne F. Gruss 


Income Tax Accounting, Seventh Edition. J. F. 
Sherwood. (Cincinnati: South-Western Publish- 
ing Company, 1932. Pp. 284.) 

The purpose of this treatise is expressed in the 
preface as follows: 

“This treatise on Income Tax Accounting is the 
result of a demand from the schools and colleges of 
commerce for a clear interpretation of the Income 
Tax Law and practice material requiring an appli- 
cation of its provisions to the returns of individuals, 
partnerships and corporations, which may be used 
as a basis of instruction in income tax accounting 
and procedure.” 

The text consists of twelve chapters, having the 
following chapter headings: 

Income Tax Legislation 

Returns for Individuals 

Gross Income 

Exempt Income 

Deductions : 

Computation of Taxes 

Returns for Estates and Trusts 
Returns for Partnerships 

Income Tax Procedure 

Returns for Corporations 
Computation of Corporation Taxes 
Administrative and General Provisions 

Each chapter contains a reprint of the section 
ef the law pertaining to the subject of the chapter, 
a very brief discussion of the law, numerous il- 
lustrations, and a series of questions and problems. 
Chapter Nine, entitled Income Tax Procedure, con- 
sists of a rather complete illustration of the prep- 
aration of the return of an individual from a 
statement of financial facts. An Income Tax Work- 
ing Sheet is illustrated, and the information there- 
from is set up as ordinarily used on the Individual 
Tax Return. 

The last seventy-seven pages of the book are used 
to reprint the entire 1982 Act, which is to serve as 
a reference in the use of the text material. The 
proportion of the book used for reprinting the 
Statute as compared with the part given to the dis- 
cussion and clarifying of the principles seems ex- 
ceedingly large. 


The book, from the viewpoint of the A, B, C’s of 
Income Tax, is a satisfactory treatise but would 
have a minimum of value as a book for advanced 
students or for practical use. 

James V. Tonm 


Business Statistics. Second Edition. Joseph L, 
Snider. (New York: McGraw-Hill Book Com- 
pany, 1932. Pp. xii, 498. $5.) 

Cases illustrative of problems in business statis- 
tics must constantly be brought up to date. The 
student’s knowledge of economic conditions is defin- 
itely limited to the very recent and consequently 
he regards material that is a few years obsolete as 
an example of arbitrary pedantry. Professor 
Snider has greatly enhanced the class room value 
of his case book not only by the incorporation of 
more recent data but also by a better selection of 
materials. 

Another improvement has resulted from a re- 
arrangement of the cases, The first edition simply 
grouped the material into twenty-four more or less 
unrelated chapters, whereas the present edition de- 
velops a better continuity of presentation. The plan 
of the new edition is to give first the problems as- 
sociated with the forecasting of the conditions of 
an industry, and finally to illustrate the methods 
and possibilities of forecasting general business 
conditions, Pedagogically the idea is a sound one. 

A final improvement results from collecting in 
an appendix numerical data for important business 
series referred to in the main body of the book. 
This gives to the book a reference value usually 
lacking in a case book. Appendix C which deals 
with statistical methods, however, is so superficial 
as to be misleading and ought not to have been in- 
cluded. 

Carr FLercHer 


Business Statistics. J. R. Riggleman and I. N. Fris- 
bee. (New York: McGraw-Hill Book Company, 
Inc., 1982. Pp. v, 707, $4.00.) 


This is a text which the nontechnically minded 
student can read with the expectation of learning 
something of the art of statistics, 

For purposes of discussion the book may be di- 
vided into three sections. The first of these presents 
a development of statistical technique. The second 
includes a discussion of some possibilities of apply- 
ing the developed technique to economic and busi- 
ness problems. The third section consists of an ex- 
tensive appendix in which certain aids to the sta- 
tistician are presented. The first two of these sec- 
tions cover approximately two-fifths each and the 
last one-fifth of the book. 

A review of the content of the book indicates 
certain departures from common practice. In the 
first section, in addition to chapters on analysis of 
time series, construction of index numbers, deter- 
mination of correlation, and description of fre- 
quency distributions, there are chapters on the col- 
lection of data, tabulation, and graphic methods. 
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In the second section the applications of technique 
are so varied that only a listing of the chapter 
headings can give an idea of the topics considered. 
These chapter headings are The Practical Use of 
Statistics, Current Business Information, Business 
Forecasting, Budgeting, Population and Purchas- 
ing Power, Production and Labor Statistics, 
Marketing Analysis, Real Estate Analysis, Invest- 
ment Analysis, Statistics in Banking, Executive 
Control and Management Statistics. In the appen- 
dices there is developed the technique of certain 
aids for the statistical worker. These aids include 
questionnaire forms, computing machines, and sug- 
gestions in regard to drawing and lettering. 

As far as this book is concerned, it might carry 
the title——Descriptive Statistics. Such a title would 
indicate that the statistical processes and applica- 
tions were described in a fashion such that the 
reader might obtain a general understanding of the 
subject. He might also obtain some idea of the 
processes to be followed in any concrete case. It is 
believed, however, for complete instruction on the 
technical side that reference would have to be made 
to other texts in statistics which describe more in 
detail the various technical steps involved in some 
of the processes. 

In the presentation of the illustrative numerical 
examples, the text also seems to be largely descrip- 
tive. The illustrations worked out have been based 
upon a comparatively few items in order to make 
clear the process involved, rather than to reflect 
a picture of the process as actually met in practice. 

As a text in descriptive statistics, it is believed 
that a study of this work should give a student an 
excellent idea of those problems of economics and 
business where statistics are useful. The problems 
and questions added at the end of each chapter 
tend on the whole to emphasize the descriptive 
rather than the technical phases of the subject. 
Because many of these questions are phrased in the 
form of leading questions, they should be exceed- 
ingly suggestive and helpful in class discussions. 

The one real objection to a text of this sort is 
that it tends to lead through the stated generalities 
to the belief that the use of statistical method has a 
precision which in fact does not exist and that the 
solution of business and economic problems by the 
use of statistical method can be accomplished with 
relative ease. The examples, the charts and the de- 
scription tend to increase this bias. On the other 
hand, the reviewer believes that it is a thoroughly 
desirable elementary text from which college stu- 
dents should derive no small amount of benefit. 


Performance of Department Stores: 1981. Michi- 
gan Business Studies, vol. iv, no. 4. Edgar H. 
Gault. (Ann Arbor: University of Michigan Bu- 
reau of Business Research, 1982. Pp. vi, 148. $1.) 
This monograph, like the four relating to earlier 

years which have preceded it in the series of Michi- 

gan Business Studies, summarizes statistics 
gathered by the Bureau of Business Research at 
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Ann Arbor from department stores located in the 
states north of the Ohio River between Iowa and 
Maine in cities ranging in population from 380,000 
to 120,000. All these stores are well established and 
are independently owned and operated; and all oc- 
cupy positions of leadership in their respective 
communities. Their annual sales volumes in 1981 
ranged from $250,000 to $1,500,000. Since 1926 they 
have conducted monthly exchanges of operating sta- 
tistics in cooperation with the Bureau of Business 
Research. During 1981, 27 stores participated. 

Of the 148 pages in the monograph, about 96 
are devoted to tables, 48 to explanatory and in- 
terpretive text, and 4 to an index. The body of the 
text is enlightening and stimulating, and in a num- 
ber of instances gives evidence of a fresh point of 
view on the difficult problems of department store 
management. It is in no way a disparagement of 
the author or the text, therefore, to say that the 
monograph probably is most valuable for the figures 
contained in its tables, especially in the 88 pages 
of tabular material contained in Appendix II. These 
tables give figures representing the typical or 
standard performance for each of the months in 
1981, and for the entire fiscal year 1981, for each of 
48 departments and for total store. Also, the tables 
show the typical cumulative or year-to-date per- 
formance from the beginning of the fiscal year 1981 
through each of the successive months. These year- 
to-date figures are provided not only for stores 
which began their years on January 1 but also for 
stores which began their years on February 1. The 
data cover such indexes of operating performance 
as percentage increase in sales, ratio of months to 
years sales, inventories, mark-downs, selling sala- 
ries, newspaper advertising, original mark-up, gross 
margin, stock-turn, stock sho cash discounts, 
total expense, buying salaries, and net profit; and 
they contain also indexes of sales volume which re- 
flect the relative sizes of the several departments. 

It is to be regretted that the tables omit any 
indication of the number of stores reporting data 
for each department or for each month, Although 
27 stores cooperated in the work during 1981, the 
number of stores reporting undoubtedly was con- 
siderably different for the several departments, 
and for each department from month to month. 
Hence, the figures for some departments and pe- 
riods probably are much less representative than 
those for other departments and months. The prac- 
tical value of the figures would be increased ma- 
terially if the size of each sample were indicated. 

In addition to the 40 pages of text in the body of 
the report, there are two appendixes giving defini- 
tions, a description of the methods used, and sug- 
gestions for practical use of the figures. 

This monograph is of important value as a refer- 
ence work for practicing accountants who serve de- 
partment stores, or other retail enterprises, and 
for retailers or those who sell goods to retailers. 
If the work is of value to these persons in the actual 
conduct of business enterprises, of course teachers 
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and students of accounting, retailing, and market- 
ing should be familiar with it. 
Cart N. Scuomarz 


Real Estate Valuation. Frederick M. Babcock. 
(Ann Arbor: University of Michigan Bureau of 
Business Research. 1982. Pp. 80. $1.00.) 


During few periods in the history of American 
business has the attitude of men toward real estate 
experienced a more marked and more rapid change 
than it has in the last few years. Evidence of the 
rapidity of decline in activity in this field is fur- 
nished by reference to the number of transfers re- 
corded in 64 cities in the United States, compiled by 
the National Association of Real Estate Boards, 
which indicates a ratio of about 2 to 1 in compar- 
ing the records of 1926 with those of the first eight 
months of 1982. A comparison of the demands for 
space and the acquisition of property is scarcely 
more favorable. While a few years ago men were 
contending with one another to secure desirable 
locations, today vacancies are common and choice 
property finds few purchasers. Moreover, seldom 
has confidence in investments in land waned so 
rapidly. In 1928, investors were clamoring for op- 
portunities to share in expected increments by buy- 
ing interests in equities. Today even first mortgage 
real estate bonds are on sale at 20 cents on the 
dollar. 

In trying to discover the causes of these rapid 
and unprecedented changes, some students of eco- 
nomics have declared that, in common with a num- 
ber of other things in the market, we have a greater 
supply of improved land than we require. They 
claim that we have overbuilt our cities, creating 
thereby a greater number of square feet of rentable 
area than our business and our population demand. 
Whether or not the contention is justified, at least 
the prevalence of unoccupied premises in many 
large cities seems to suggest that the present de- 
mand for business and residential occupancy is in- 
sufficient to absorb the usable areas which we have 
provided. 

Many feel, however, that these conditions, which 
have created low values in real estate, are the result 
of deeper rooted causes. There is an opinion that 
speculation has played too heavy a part in deter- 
mining our values, and that we have failed to real- 
ize our error in establishing values on the basis of 
the prices at which we can sell tomorrow. These 
critics declare that in stressing the speculative fea- 
ture of land we have failed to realize the importance 
of its productivity and capacity for utilization in 
providing satisfaction for our wants. 

While appraisal is but one interest in real estate, 
nevertheless the author has emphasized its impor- 
tance as a factor in creating confidence in the sound- 
ness of investments in this field. When, however, as 
he says so well, we have restricted its practice to 
men of sound judgment and high standards, pos- 
sessing a just sense of their obligations to the com- 
munity, we shall find that we have outgrown our 


facilities for evaluating, that required data is not 
available, and that we must forecast the new uses 
to which land is to be put and what demand there 
is for it. 

In other words, sound processes of appraisal in 
the future must be based on sound technique, in the 
preparation for which properly trained appraisers 
must consider the nature and behavior of land, the 
changing uses for which it may be employed and 
the requirements of populations. Its function will 
not be an evaluation of the soil and the physical im- 
provement, but the soil’s productivity and the shel- 
ter and the rent which the improvement affords. 
Whether poorly conceived projects, injudicious 
financial structures or excess supply of space have 
caused our distressful situation, and whether the 
investment banker, the promoter or the public is 
to blame, wisely selected methods and adequate 
facilities for appraisal, as the author has indicated, 
will lessen the extent of future losses. 

The publication is an attempt to outline appraisal 
principles and to define methods by which just 
evaluation may be effected. As such it is a scholar- 
ly treatise of an important and timely subject. 

F. DeW. WasHsurn 


The Credit Manual of Commercial Laws with Diary, 
1932. (New York: National Association of Credit 
Men. 1982. Pp. xx, 426 plus diary.) 

Here is another edition of a work that anyone 
dealing with credits cannot well be without. And 
the subject matter thereof is such as to prove of 
invaluable assistance to numerous accountants. 

The book covers, both generally and specifically 
by commonwealths, the legal principles covering a 
credit situation from the moment an order is re- 
ceived by a seller from a buyer through to the 
moment the account is paid, varying conditions and 
situations being noted. The legal remedies of the 
unpaid seller cover the account that remains un- 
paid. If fraud has been practiced by the buyer, the 
seller will find it to his advantage to consult the 
somewhat lengthy treatment given to commercial 
crimes. 

Although such a volume cannot be considered as 
a complete treatise on commercial law, either gen- 
erally or specifically, nevertheless the book covers 
so many of the topics usually contained in such a 
work as to stamp it a most valuable supplementary 
aid in the study of the subject of commercial law. 

Grorce E. Benner 


New York Laws Affecting Business Corporations, 
Annotated, Revised to April 11, 1982. (New 
York: United States Corporation Company. Pp. 
xxxii, 468.) 

Although many accountants and accounting 
teachers continue to deplore the insistence of others 
that a thorough knowledge of law pertaining to 
commercial practice is necessary for the accountant, 
this latter group is increasing in numbers each year, 
due to the fact that conscientious practice has 
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caused them to conclude that accountancy cannot 
be considered a profession without such knowledge 
being a considerable part of the accountant’s equip- 
ment. 

In relation to corporation accounting, as prac- 
ticed in New York, this work on the laws of such 
state undoubtedly takes first rank. This reviewer 
looks forward with pleasure to the receipt of each 
successive edition, knowing that in such publica- 
tion he has a most valuable aid when struggling with 
the problems of a corporate client. 

The present work contains the business corpora- 
tions law, the general corporation law, the stock 
corporation law, the membership corporations law, 
and numerous articles and sections of other chap- 
ters of the Consolidated Laws, relating to business 
corporations. It is believed that the book contains 
all legislative acts relating to the organization and 
statutory regulation of private business corpora- 
tions. 

In addition, the work is voluminously annotated. 
In almost all cases the exact language of the court 
is used, and included are citations of cases upon 
which the opinion has been based. The current edi- 
tion contains published opinions to April 1, 1982. 

The book is not only a valuable aid to account- 
ants; it should prove to be of great assistance to 
attorneys as well. Gerorce E. BenNeETT 


Financial Problems of Installment Selling. Otto C. 
Lorenz and H. M. Mott-Smith. (New York: Mc- 
Graw-Hill Book Company, 1981. Pp. xv, 279. 
$4.00.) 

The objective of this text is to present a ready 
method of solving certain problems which common- 
ly arise in connection with installment sales. In the 
earlier chapters of the book there are presented the 
situations of dealers in the furniture and automo- 
bile line who, although apparently making money, 
find themselves ultimately faced with the necessity 
of meeting forced adjustments in their business 
because of frozen assets. These frozen assets arise 
through too much capital segregated in the install- 
ment paper, thus leaving altogether too little capi- 
tal to be used in making new sales. Such problems 
as these are presented in the first part of the work 
which covers 50 pages. Their solution depends upon 
tabular values given in Part IV, which in turn are 
based on certain mathematical formulas developed 
in the 100 pages comprising Part III. This mathe- 
matical analysis is by no means simple. 

The second section of the book approaches the 
problem of installment selling from the point of 
view of budget policy involved in the management 
of a business rather than from the point of view of 
the solution of particular problems. In this section 
as well as in the previous one the problem of the 
finance company is discussed. 

It is unfortunate that the use of the book will be 
limited because of the method of presentation used. 
In the highly technical fields of mathematics of 
finance as well as in statistics the art of presenta- 
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tion of material is paramount. Failure to present 
results in such a simple clear fashion that the non- 
mathematically minded individual can understand 
them is disastrous. In pointing out this difficulty the 
reviewer is very well aware of the fact that the 
problem of presentation has never been solved in 
a wholly satisfactory fashion. The information given 
in some books, however, is far more easily available 
than that in others. 

The treatment of the problems in the text under 
review is such as to prevent an easy access to the 
problems, even in the first parts which make use 
of the tables built upon the mathematical formulas. 
The use of these sections, therefore, is limited to 
those to whom mathematical problems do not seem 
to be insuperable obstacles. As far as the mathe- 
matical analysis is concerned the third section of 
the book will be a closed one except to the profes- 
sionally trained mathematician. Use of generating 
functions, analytic functions, Cauchy’s theorems, 
complex variables, even including casual references 
to the binomial theorem with the use of complex 
although standard formulas for the coefficients to 
be found in the binomial theorem inevitably will 
exclude from the book practically all accountants, 
statisticians, and economists. Even for the profes- 
sional mathematician the proofs of the formulas do 
not have the simple elegance of presentation and of 
logic which are characteristic of the best in mathe- 
matical writing. The result is that even the pro- 
fessional mathematician must reconstruct for him- 
self many of the underlying assumptions and argu- 
ments which are used in the proofs. 

The text presents one of those research problems 
which is of use and value as a basis of certain parts 
of current commercial work. It marks the initial 
research steps which point to the elimination of 
some hazards in another commercial field. The ma- 
terial in the book, however, awaits an ambitious stu- 
dent who will study and read it and then state the 
problem and solution in a form such that it will be 
within reach of the business men to whom it will 
be of help. Txeopore H. Brown 


C-D Machine Correlation Chart. Edward E. Cure- 
ton and Jack W. Dunlap. (Boston: The Mac- 
millan Company, 1932. Pp. 1-3.) 

This is a tabular form which is sold in pads to- 
gether with a folder containing directions for cal- 
culating various measures used in correlation work. 
Although the device is ingeniously designed for use 
with the product-moment formula, the actual ar- 
rangement of certain parts of the work depends 
upon a form of the formula which is slightly differ- 
ent from the one commonly used. 

When it is necessary to calculate correlation 
measures with the data so grouped that the fre- 
quencies in each class are known, the use of this 
chart will save time, especially when a large capa- 
city calculating machine is available containing sev- 
eral recording sets of counters. 

H. Brown 
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The Holding Company, Its Public Significance and 
Its Regulation. James C. Bonbright and Gardner 
C. Means. (New York: McGraw-Hill Book Com- 
pany. 1982. Pp. xv, 397. $4.00.) 


The first three chapters of this treatise consider 
the significance of the holding company, its possi- 
bilities as an alternative to other forms of organiza- 
tion and its early history. There follows a chap- 
ter on the industrial holding company, three on 
the public utility holding company, four on the 
railroad holding company, one on the bank hold- 
ing company and an excellent appendix on cases in- 
volving the mismanagement of subsidiaries by 
holding or parent companies. 

The section on the public utility holding com- 
pany, the most satisfying portion of the book, 
brings out the progress and possibilities of control 
through minority stockholdings and examines the 
excess charges of holding companies for alleged 
services to operating subsidiaries. The authors feel 
that the “day is probably not far off when arrange- 
ments of this kind, whereby the excess earnings of 
a utility company may be sluiced into the treasury 
of a management company, will be outlawed by 
public opinion, if not by legislation.” Also, they 
maintain that the capitalization of the holding com- 
pany is a distinct and vital factor in the making 
of rates for the operating subsidiary and make out 
a good supporting argument. 

The case for regulation of holding companies 
rests, for the most part, on these two grounds; the 
service charges imposed upon helpless operating 
companies and the overcapitalization of the holding 
company. “There is a vital flaw in any system which 
permits the interests in control of public utility 
companies to do a profit-making business with the 
very enterprizes which they themselves dominate.” 
Therefore regulation is necessary and the methods 
of obtaining regulation of public utility holding 
companies are then discussed in the light of the 
attitude of the courts. Both direct and indirect 
methods are considered and it is concluded that 
“the Couzens Bill, in providing for federal control 
over interstate holding companies, offers the only 
practical solution of the problem of regulation” 
which must come, if we are to be spared the terrors 
of public ownership. 

Thus the authors arrive at the conclusion that 
more regulation is the solution of the holding com- 
pany problem and this in the face of the fact that 
the O’Fallon decision of the Supreme Court has 
made it practically impossible for the Interstate 
Commerce Commission to place regulation on a 
rational basis. It is also their opinion that the hold- 
ing company is a “loophole which the railway in- 
terests have found in the existing transportation 
act” (1920). They submit ample evidence that the 
railroad holding company has been and is being 
used as a device to evade regulation of operating 
companies, but their case is not very convincing 
when the record of regulation is fully considered. 
It should therefore be said that we are confronted 


with the problem of maintaining regulation of a 
quality such that there will be less justification for 
its evasion. When the position of the holding com- 
pany in the banking field is considered, the authors 
find therein a device for “evading the spirit of 
American banking laws.” Thus double liability may 
be evaded and commercial and other types of busi- 
ness may be affiliated with banking, but neither 
count is sufficiently developed to warrent appraisal 
here. 

Students of the holding company in various re- 
lations will find the appendix by Mr. Maurice 
Mound quite useful. From it can be obtained sum- 
maries of cases and decisions which bear directly 
upon the various phases of the book and from it 
also one can gather an idea of the judicial ob- 
stacles to the sort of regulation which the authors 
believe to be essential in the public interest. Their 
approach is distinctly social, their objective is so- 
cial justice, their arguments are well supported and 
their solution is not radical, for they seek to save 
capitalism from destruction at its own hands. 

E. A. Kixcam 


Interpretations, Walter Lippmann. Edited by Allan 
Nevins. (New York: The Macmillan Company, 
1982. Pp. vii-361. $2.50.) 


The review editor evidently believes that, the 
election being over, it will be possible to review this 
book without producing an uprising of infuriated 
accountants. The work is a compilation, topically 
arranged, of short articles which have appeared 
chronologically in the daily press. Although prac- 
tically all these articles have their rise in incidents 
of the moment, they have a good deal of permanent 
interest and value for two reasons, first, that for the 
most part these incidents are parts of long drawn 
out political and social movements, interest in which 
will necessarily be continued for years, and perhaps 
for a generation or two, and second, because of the 
writer’s habit of constantly relating these momen- 
tary happenings back to fundamental principles of 
economics and of government. 

The principal topics around which the articles 
are grouped are the depression, Mr. Hoover, Con- 
gress, the War Debts, the Far East, European Poli- 
tics, Tammany and New York City, the National 
Conventions of 1982, and personalities of the day. 
It would be gratuitous to review these questions per 
se, and superfluous to indicate one’s own opinions 
about them. What is of more moment is to bring out 
Walter Lippmann’s mode of dealing with these 
problems and his place in the American scene. 

That Walter Lippmann has been called radical 
and is now hailed by many conservatives as one of 
their bulwarks will occasion no surprise to students 
of political history. Not only is it a common evolu- 
tion for the radicalism of youth to turn into vigor- 
ous conservatism in maturer years, but it will be 
inevitable for a man of Lippmann’s temper to be 
always radical when confronted with the smug and 
complacent satisfactions of eras of prosperity, only 
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to turn into a mildly optimistic conservative when 
the fair weather optimists have all become Jere- 
miahs. He certainly is not radical in any destruc- 
tive sense save one; he is destructive of false 
theories and false sentiments. His contributions are 
essentially creative; that he is progressively cres- 
tive should be regarded in these days as a mark of 
wise conservatism rather than of radicalism, for 
those who try to obstruct the movement of these 
turbulent days cannot be regarded as the safest 
advisers. 

Lippmann’s historical sense is not quite as acute 
as kis present day analyses, and this is a little 
unfortunate, for he could derive still further sup- 
port from historical parallels for many of his posi- 
tions. When for example, he says (page 1), that 
this is the first great economic depression in which 
every thinking person has been conscious of the 
paradox of poverty and plenty, he overlooks the 
fact that Carlyle was thundering about this same 
thing nearly 100 years ago, and Ruskin and others 
took up the same story. They made mock of eco- 
nomics which regarded over-production as a mis- 
fortune, with want all around. And if anyone thinks 
that England is having a harder time now than 
she had during the first twenty years after the 
Napoleonic Wars they know very little of the his- 
tory of that earlier period. 

There are those who say that they find Lipp- 
mann irritating for his positiveness, but these peo- 
ple are likely to belong to one of two classes; 
either they find their pet political theories handled 
rather roughly, or, what is largely the same thing, 
they have become so accustomed to the vague and 
evasive manner with which most of our public men 
deal with public questions that they can no longer 
digest a frank and outspoken treatment. Clarity 
and incisiveness are the characteristics of Walter 
Lippmann’s style rather than an undue self assur- 
ance; in fact he goes out of his way (page 160) to 
express just the opposite viewpoint as one of the 
fundamentals: 

“There is nobody who knows all about the state 
of the world, nobody who fully understands the 
causes, nobody who can predict the future, no- 
body who can do more than to propose tentatively 
the next steps to be taken. Because the facts are 
so obscure and the best human minds so uncertain, 
we must for our safety depend to a very large de- 
gree upon sympathy, upon the will to codperate, 
upon faith in the fairness of other men, upon a 
spirit of give and take, of live and let live.” 

In fact the essential value of Lippmann’s contri- 
butions arises from a certain moral note running 
through all these articles, though he does very 
little direct moralizing. Above all things he insists 
that if we are to solve our problems and lift our- 
selves out of the economic and social depressions, 
all of us, individuals, political groups and nations, 
must abandon the habit of mutual recrimination, 
and must “examine ourselves, whether we repent 
truly of our former sins, steadfastly purposing 


to lead a new life.” The greatest good, even in 
a worldly sense, is not to be attained from the 
harshest forms of bargain driving, but by mutual 
consideration and reasonable compromise, even 
though this may involve initial sacrifice. Walter 
Lippmann’s greatest complaint is that our public 
men will give no clear word and no definite lead 
on so many of our public questions; in such a 
world there is certainly room for plain speaking, 
and his first demand is for clear-sighted and clear- 
voiced leaders who will inspire us to make the ef- 
forts and sacrifices that will lead us to political and 
economic salvation. 
T. H. Sawpers 


Leaders and Periods in American Finance. Theo- 
dore J. Grayson. (New York: John Wiley & 
Sons. 1982. Pp, xiii, 566, $4.00.) 

In his preface Dr. Grayson refers to a sugges- 
tion once made to him that a “novel and effective 
method of teaching the history of American finance 
would be to develop the subject as far as possible 
through the lives of the leading financiers.” His 
book, the fruition of this idea, may be said to real- 
ize its objective, since it is an effective means of 
presenting finance to college students in the form 
of supplemental reading, and also to business men, 
for it brings out tendencies without too much sup- 
porting detail. 

The financing with which Dr. Grayson deals is 
both public and private. In connection with the 
former he has chapters on Morris, Hamilton, Galla- 
tin, Biddle, Jay Cooke, and Sherman. In connec- 
tion with the latter there are chapters on Girard, 
Astor, Westinghouse, Swift, Carnegie, Hill, Har- 
riman, Morgan, and Gary. There is, in addition, 
consideration of Jefferson, Madison, Jackson, Van 
Buran, Chase, and Cleveland. The purpose of the 
author has been achieved, though with varying suc- 
cess. Thus the chapter on Robert Morris brings 
out the chief methods in financing the Revolution 
and at the same time an adequate conception of 
Morris as a man. As to Hamilton, it is admitted 
that he was an overbearing czar, that he regarded 
himself as prime minister, but withal, he was a 
statesman in finance. The analysis of Hamilton is 
excellent but it is much surpassed by that of Gal- 
latin. In the discussion of Girard there reappear 
certain threads of thought on finance which give a 
little of the much needed continuity to the narra- 
tive, bringing out the contributions of Girard, and 
the same may be said of Astor. Both were aliens, 
both products of a new economic environment and 
both important factors in the development of over- 
seas trade. 

The chapter on Jackson and Biddle presents one 
of the best short treatments of the second Bank 
of the United States that is available, and the dis- 
cussion of Van Buren is very well done. Dr. Gray- 
son leaves one with the impression that Chase was 
really a Democrat with abolitionists views. At any 
rate he followed Gallatin’s ideas of finance, and 
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well he might, for he had neither Gallatin’s ability 
nor originality with which to meet vaster problems. 
He regrets that Chase was not a banker, though 
his book makes it clear that bankers seldom have a 
knowledge of economic fundamentals. At any rate, 
Chase was not a total failure, for the national 
banking system was his contribution to our finan- 
cial policy, a view which is as difficult to maintain 
as that Chase was not largely responsible for the 
legal tenders. 

We are asked to believe that Sherman was not 
vacillating, but a leader who yielded only when 
some vital principal was not involved. Though 
McCulloch may have been a fanatic, it is made 
quite apparent that the Republicans did not want 
to reap the fruits of their own misdeeds by adopt- 
ing his sound principles at too great a cost in terms 
of votes. Grant’s veto of the bill of April 22, 1874, 
is “One of the most creditable documents ever 
penned,” but it is not made clear that he penned 
it under pressure. 

Cornelius Vanderbilt “will for ages be a stimu- 
lating example for the youth of America” even 
though he gained his ends by brute force, fraud, 
and corruption. The test seems to lie in the balance 
of gain; accordingly Vanderbilt was “constructive” 
while Gould was not. Westinghouse stands out as 
an industrial leader without the qualities of finan- 
cial leadership, hence the disasters which his cor- 
poration suffered. But Swift mastered both fairly 
well and thus became a constructive factor in the 
food industry, one of the triumphs of capitalism 
and also one of its problems. 

Vertical integration was the contribution of 
Carnegie, though the idea may have been Frick’s. 
Both Hill and Harriman were “constructive” lead- 
ers according to the social ethics of their time but 
they do not meet the tests of greatest as did their 
great contemporary, Morgan, whose credit at one 
time “occupied a stronger position in the world at 
large than that of the United States Treasury.” 
The chapter on Morgan is ably done and it is plain 
that Dr. Grayson is much impressed by that sturdy 
character, though he appears to prefer the ethics 
of Gary to those of Morgan. That business ethics 
of the time could stand elevation is made evident 
and this was Gary’s contribution, though appar- 
ently he was not a “great” man and, while he died 
in 1927, no contemporary is considered worthy of 
inclusion among the “leaders.” Apparently Dr. 
Grayson feels that the World War produced no 
greater financier. Wilson is regarded as a mere 
statesman and even though, among many other 
achievements, he made the Federal Reserve system 
possible, he was not a “great” man. Unfortunately 
the criteria of greatness applied by the author are 
not clearly defined. Perhaps the inclusion of Gary 
arises from the conviction of the author that the 
nation stood and stands in need of common honesty 
to neutralize the poison infiltrated into our in- 
dustrial and business life along with the good by 
the general run of those leaders who preceded him. 


Though one may feel that the author’s ap- 
praisals sometimes depart from sound historical 
facts, one must conclude that he has done his work 
well and certain parts of it even brilliantly. Rely- 
ing as he does, for the most part, upon secondary 
sources listed in a bibliography which fails to in- 
clude some of the more recent scholarly treatises, 
accurate analysis becomes difficult. When allow- 
ance is made for this it must be said that Dr. Gray- 
son has done well. But his results would have been 
even better if he had set forth the traditions, 
good and evil, which have been passed down to us 
by these leaders, by adding a chapter on the ac- 
cumulation of deeds and misdeeds so that the fil- 
trate which is the foundation of American finan- 
cial practice can be more readily grasped. 


The World’s Economic Crisis. Sir Arthur Salter 
and others. (New York: The Century Company, 
1932. Pp. 185. $1.75.) 


This volume includes the six lectures delivered 
by six distinguished British economists under the 
auspices of the Halley Stewart Trust in 1931. The 
first of the series, that by Sir Arthur Salter, ably 
explains the aggravating factors that account for 
the peculiar intensity of this depression. These fall 
into two groups, of which the first includes (a) 
the lessened flexibility of large-scale modern pro- 
duction; (b) the increased capriciousness of de- 
mand; (c) the friction of modern forms of competi- 
tion, accentuated by planning and (d) the mechani- 
zation of agriculture. The second group includes 
(a) the dead weight of war debts and reparations; 
(b) maldistribution of gold; (c) reckless borrow- 
ing and (d) the boom in America. 

Sir Josiah Stamp then analyzes the international 
trade position of Great Britain, and finds that 
Great Britain cannot right herself, economically 
until her unfavorable trade position is made favor- 
able. To solve unemployment more goods must be 
exported than are imported. But that is a ques- 
tion of finding markets and these are hedged about 
with tariffs from without and burdened with taxa- 
tion of profits from within. Between these mill- 
stones the economic life of Great Britain is being 
ground out. But a kind of fatalistic vicious circle 
appears in his argument, for the recovery of the 
world depends upon the recovery of Great Britain 
and that in turn is prevented by the economic con- 
dition of the world. The question naturally arises as 
to what good can come of the adjustment of the 
internal conditions of one country to external con- 
ditions which are wholly wrong? 

John Maynard Keynes follows the thought thus 
presented, but he is somewhat more hopeful. Eng- 
land’s recovery is essential to world recovery and 
that will come, for the vicious circle has been 
broken by the abandonment of the gold standard in 
England. At least England is free from the de- 
flation that came from adherence to a gold stand- 
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ard dominated by France and America, But what 
is still more vital, he feels that this move initi- 
ated forces which will undermine the creditor posi- 
tion of these two chief gold countries and, there- 
fore, their power to drag down price levels else- 
where. 

Sir Basil Blackett feels that the philosophy of 
laissez faire has broken down and, in consequence, 
planning is necessary to save the world. But mone- 
tary stability is vital to successful planning, for 
new capital from new saving cannot be effective 
unless money is stabilized. To this Mr. Henry Clay 
responds that laissez faire has been the toy of 
the politician—it has never had a real chance. But 
Mr. Clay also makes it clear that industrial dis- 
location can result from factors independent of 
monetary policy, particularly specific overproduc- 
tion which is difficult of correction, though depress- 
ing upon prices. And this very condition exists for 
the War brought about industrial maladjustment 
by (a) uneconomical movement of exported capital 
and (b) the destruction of the balance between 
agriculture and industry. Undoubtedly Mr. Clay’s 
discussion of the misdirection of production quite 
aside from monetary factors’ is werthy of thought- 
ful consideration and this may also be said of his 
remarks upon planning, for he does not see in 
government an agency for successful planning. 

Sir W. H. Beveridge maintains that the fall in 
prices is not due to disproportionate production 
and here he appears to disagree with Mr. Clay. 
Indeed the causes of the present depression may be 
traced to (a) money deflation, but (b) even more 


to credit deflation. Moreover, the cause of each 
period of deflation is to be found in the previous 
period of inflation and the degree of dislocation of 
industry is a period of depression depends upon 
the extent to which the fall of prices “encounters 
rigidities in the economic system.” Unfortunately 
our economic order has developed serious rigidities 
which prevent the operation of the forces of 
laissez faire. Until we learn how to manage credit 
industrial dislocation will continue and planning 
will not solve the problem. “It is only the anarchy 
of purchasing power which should be suppressed, 
not what some people call the anarchy of produc- 
tion.” In any event control of production and eco- 
nomic freedom will not mix and a choice will have 
to be made for we will have to “let production be 
guided by the free play of prices or to plan it 
socialistically.” As for the cure of depressions, 
“Even if all economists were completely agreed 
upon the remedy, the Governments would not apply 
it.” He then sets forth the things that must be 
done to restore some semblance of economic order. 
These essays constitute stimulating and fruitful 
reading for the general reader who would attain a 
grasp of the world’s economic troubles. While each 
lecture is quite distinctive, there is a measure of 
continuity running through the whole; philosophi- 
cal differences do not break down the unity of the 
series. Indeed, the measure of agreement as to 
fundamentals is more considerable than one is 
likely to find among an equal number of students 

of any other problem so intricate in its nature. 
E. A. Kixcam 


8, 
y~ 
had 
n 
i- 
ag 
r 
; 
- 
L 
. 
4 
| 
+ 
; 


UNIVERSITY NOTES 


University or CuH1caco 


Mr. Willard J. Graham, assistant professor 
of accounting, and Mr. Wilber G. Katz, as- 
sistant professor of law, have just published 
“Accountancy in Law Practice.” The book is 
published by Callaghan and Company. 


University oF GEORGIA 


Professor H. M. Heckmann of this depart- 
ment has been appointed to the state board of 
examiners for the C.P.A. certificate. 


Harvarp or Business 


Lecturer L. L. Briggs has returned to his 
regular position as associate professor of eco- 
nomics at the University of Vermont. 

Lecturer W. A. Hosmer has been appointed 
associate professor of accounting in this school 
and has resigned his position as professor of 
economics at Hobart College. 


InpiaNa UNIVERSITY 
In conjunction with the Indianapolis chap- 
ter of the National Association of Cost Ac- 
countants the University has arranged a 
course for executives dealing with the practical 
aspects of industrial accounting and of budget- 
ing. The course is under the supervision of 
Professor A. L. Prickett and the lectures are 
being given by practicing accountants, cost ac- 

countants, and business executives. 


University or Kentucky 


Professor R. D. Haun has been elected vice- 
president of the Kentucky Society of Certi- 
fied Public Accountants. Mr. Haun was the 
principal speaker at the November meeting 
of the Louisville chapter of the N.A.C.A. He 
is also to give a talk at the next meeting of 
the state certified public accountants on the 
subject of accounting legislation. 

The department is organizing a course in 
Accountancy in Law Practice, to be offered as 
a required subject for students of law. 


Kansas State CoLiece 


Assistant professor A. R. Jones passed the 
C.P.A. examination last year. 

The eighth annual conference of instructors 
in economics and business was held at the Col- 
lege November 18-19. One afternoon’s session 
was devoted to accounting topics. 


University or MINNESOTA 


H. J. Ostlund, Oswald Nielsen, and Jud- 
son Burnett have been engaged during the 
past summer in a study of the millworking in- 
dustry in the Twin City area. This study is 
part of the industrial survey being conducted 
by the Employment Stabilization Research In- 
stitute of the University. 

On November 5 the instructors in economics 
and business of the Minnesota colleges held 
a joint meeting at Carleton College. Some fifty 
were present for the evening. 


University or Montana 

Assistant Professor E. K. Bodgley has been 
appointed graduate manager and has given up 
his classes in accounting. Miss Emily Maclay 
will assist in his place with the elementary 
accounting and will also have charge of courses 
in typing and shorthand. 

The Commerce Club is sponsoring a demon- 
stration of office machinery at its November 
meeting. 


PENNSYLVANIA STATE COLLEGE 


Mr. C. J. Rowland and Mr. H. H. Wil- 
liams have published a laboratory manual for 
elementary accounting. Mr. Rowland has 
opened a public accounting office and is also 
serving as chairman of the educational com- 
mittee of the Pennsylvania Institute of Certi- 
fied Public Accountants. The Institute re- 
cently prevented the passage of a bill abolish- 
ing the state board of accountancy. 


University or PirrspurGH 
Mr. J. Elwood Amos has been transferred 
to the Johnstown Junior College of the Uni- 
versity of Pittsburgh. He recently completed 
his work for the doctorate at Illinois Univer- 
sity. 
Stanrorp UNIversity 
Mr. Wallace D. Cathcart has been ap- 
pointed instructor in economics and is offering 
courses in elementary accounting and in audit- 
ing. 
University or TENNESSEE 
Mr. Harold Reed, instructor in accounting, 
passed the recent Tennessee C.P.A. examina- 
tions. 
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American Association of University 
Instructors in Accounting 


Program of the Seventeenth Annual Convention 
Hotel Sinton-St. Nicholas, Cincinnati, Ohio 


Wednesday, December 28, 1932 
Morning Session—9:30 a.m. 
General Topic: Recent Developments in Accounting Methods. 
Production Costs and the Use of Standards and Budgets . 
Fred D. Danford, American Rolling Mill Company 
Discussion by G. L. Harris, New York University 
Distribution Costs 
Speaker to be announced 
Discussion by R. S. Willcox, Ohio State University. 
General Financial Accounting 
B. G. Graham, President, Ohio Society of Certified Public Accountants 
Discussion by E. A. Saliers, Louisiana State University. 
Governmental and Institutional Accounting 
H. P. Hackett, University of Illinois 


Wednesday, December 28, 1932 
Afternoon Session—1:30 p.m. 


General Topic: Problems of Accounting Teaching 
Accounting for the General Business Student 
In the Liberal Arts College 
L. O. Foster, Western Reserve University 
Discussion by Ross Ellis, Westminster College 
In the School of Engineering 
Wyman P. Fiske, Massachusetts Institute of Technology 
Discussion by C. L. Van Sickle, University of Pittsburgh 
In the School of Business 
Sidney G. Winter, State University of Iowa 
Discussion by W. Mason Smith, Northwestern University. 
Methods of Teaching the Elementary Course 
The Cost Accounting Approach 
Howard S. Noble, University of California at Los Angeles 
Discussion by Chas. J. Rowland, Pennsylvania State College 
The Use of Problems, Cases, and Practice Sets 
Harvey G. Meyer, University of Tennessee 
Discussion by Geoffrey Carmichael, Indiana University 
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Experiments in Teaching Methods 
A Five-Year Plan for Training Specialists 
Hermann C. Miller, Ohio State University 
A Combined Work-and-Study Program 
R. Emerson Taylor, University of Cincinnati 
Comprehensive Examinations vs. Formal Courses for Credit 
Willard J. Graham, University of Chicago 


Wednesday, December 28, 1932 
Annual Dinner—7:00 p.m. 
Report of the President: The Present Status of Accounting Teaching 
Report of the Secretary-Treasurer 
Reports of Committees 


Business Meeting 


Thursday, December 29, 1932 
Morning Session—9:30 a.m. 
(Joint Meeting with Teachers of Business Law) 


General Topic: Accounting and Law 
Trends in Corporation Laws 
E. S. Wolaver, University of Michigan 
Preserving the Benefits of the Holding Company 
E. R. Dillavou, University of Illinois 
Paul M. Green, University of Illinois 
No Par Stock in the Light of Business Depression 
Donald J. Hornberger, Ohio Wesleyan University 


Thursday, December 29, 1932 
Afternoon Session—1:30 p.m. 


General Topic: Problems of Accounting Research 
The Need for Research in Accounting 
E. L. Kohler, Editor, The Accounting Review 
Accounting Terminology 
G. A. D. Preinreich, Certified Public Accountant, New York City 
Standards of Accounting Training 
F. H. Elwell, University of Wisconsin 
H. M. Heckman, University of Georgia 
Valuation and Other Problems in the Study of Corporate Profits 
Ralph C. Epstein, University of Buffalo 
S. H. Nerlove, University of Chicago 
Work of the Joint Committee on Income Tax Statistics 
James L. Dohr, Columbia University 


Election of Officers 


Endorsed 
By Leading Schools 


Through Adoption 
In Their Classrooms 


CONSTRUCTIVE 
ACCOUNTING 


‘By CHARLES H. LANGER, Ph.B., C.P.A. 


A list of universities and colleges using Walton textbooks and Walton meth- 


ods in accountancy instruction reads like a directory of the country's foremost 
schools of commerce. 


Every school year adds new names to the list, consistent proof of the outstand- 
ing merit of Walton methods in the teaching of Accounting. 


CONSTRUCTIVE ACCOUNTING is the work of a practical accountant and edu- 
cator whose mastery of the subject has been accorded universal recognition in 
both business and educational circles. 


That you may fully understand the scope and 
thoroughness of Mr. Langer’s work, a copy will 
be sent to you for ninety days’ examination ; with- 
out obligation of any kind. 


WALTON PUBLISHING COMPANY 
332 South Michigan Avenue, Chicago 
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Why not a Book for Christmas? 


de ~ following are suggested as appropriate Christmas gifts to teachers or pro- 
fessional men and women. Direct shipments can be made to desired names and 
addresses and engraved Christmas gift cards giving the name of the sender can be 
enclosed in the packages upon request. 


Estate Administration and Accounting by Chester A. Dodge. See back cover 


Outline of Audit Procedure by Thomas J. Hogan, C. P. A. and Malachi A. Finnen, C. P. 
Cloth Bound’ $3.50 


History and Survey of Accountancy by Wilmer L. Green 
An authoritative American work on the history of | bookkeeping ; ethics, ~ 
tion for the accountancy profession ; ing sy of state C. P. 
Cloth Bound $3. 50 


Brief Readings in Philosophy by Milo F. Pag eye Ph.D. 

A collection of original source readings from the early Greek periods through the Middle Ages 
into the modern era. The book culls from the vast mass of philosophic literature the most widely 
read gems of prominent philosophers. Cloth Bound $3.75 


Progress of Philosophy by Milo F. McDonald, Ph.D. 
A history of philosophy that stresses the development of philosophic thought from early Greek 
periods to modern times. Cloth Bound $3.00 


Law of Contracts; Law of Agency; Law of Landlord and Tenant by A. Lincoln Lavine, J. D. 
Simplicity is the key-note of these volumes that furnish in concise and easily understood lan- 
guage these fundamental branches of the law. Cases, charts and questions enliven the texts. 
Cloth Bound $2.00 each 


a om C. P. A. Theory Questions and Author’s Answers by Joseph C. Myer, B.S., C.P.A., 


K list of all the questions and author’s answers for the past seventeen years 12: in New York 
State C. P. A. examinations. Available January 1, 1933. Cloth Bound $5.50 


New York C. P. A. Law Questions and Author's ie by A. Lincoln Lavine, J.D. 
A list of ow * the questions and author’s answers for the past seventeen years given in New York 
State C. P. A. examinations. Available January 1, 1933. Cloth Bound $5.50 


New York C. P. A. Auditing Questions and Author’s Answers by Andrew Nelson, C.P.A., LL.B. 
A list of all the questions and author’s answers for the past seventeen years given in New York 
State C. P. A. examinations. Available February 1, 1933. Cloth Bound $5.50 


The combined price of the above three volumes is $15.00 


STANDARD TEXT PRESS, Publishers 


186 Joralemon Street, Brooklyn, New York Telephone Triangle 5-1532 


STANDARD TEXT PRESS, 186 Joralemon Street, Brooklyn, N. Y. 


Please (do) (do not) enclose a Christmas gift card with my name. 
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FAVORABLY RECEIVED BY 
TEACHERS 


INTRODUCTION 
ACCOUNTING 


By Dallas S. Bolon, C.P.A. 
Lecturer in Accounting, the Obio State University; Member of 
Firm, Parker, Bolon and Company. 


and G. W. Eckelberry, C.P.A. 


Assistant to the President of the Obio State University, Formerly 
Chairman of Department of Accounting, Obio State University. 


REASONS WHY 
THIS BOOK IS UNUSUALLY SATISFACTORY 
TO TEACHERS 


“This book gives evidence of the steady advance that is being made in sovdaaien: accounting texts of 
the academic type for use in teaching accounting. It is without doubt destined to serve a most useful 
purpose as a text-book for students—it marks such a decided advance in text craftmanship as to 
warrant a very favorable reception on the part of teachers and accountants.” The American Accountant. 


“This book is essentially a textbook and the teacher who stresses the importance of laboratory work 
will find that the book contains an abundance of such material. The authors have accomplished well 
the task which they undertook. The book presents the theory of accounting in clear, simple and 
concise language reinforced with an abundance of interesting problems and exercises.” CHARLES 
RITTENHOUSE, Journal of Accountancy 


“Most works of an elementary nature in the field of accounting can be classed either as too theoretical 
or else as too baldly practical. Too great a search for reasons is inherent in the first class and a too 
meager search is common to the second. This volume treads the healthy middle ground of practical 
explanation of ideas and thus leads the students to something sound and yet to something usable no 
matter whether he ey finds himself in the field of professional or private accounting. Its 
logical and clearly illustrated development of concepts shows skillful pedagogical handling and its 
contributions in the way of subject matter are, for the most part, needed in any complete treatment 
of principles.”” W. Mason SmiTH, The Accounting Review 


572 pages 
To Accompany Introduction to Accounting 


6x9 
ACCOUNTING LABORATORY MA- 
$4.00 TERIAL. PARTS 1 AND 2 


Part 1 is designed to be used during the first half of 


JOHN WILEY & the letter art year 


of recording business transactions of a partnership 
and later, of orporation which conducts a manu- 
SONS, INC. facturing ‘division. 
440 4th AVENUE Part I $1.00 Part II $1.25 
NEW YORK CITY 
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An Extraordinary Student Offer 


on the Second Edition of the 


University of Alabama 

Armstrong School of Business 

Southwestern University 

University of California at Los 
Angeles 


University of Southern California 


Woodbury College 
University of Denver 


Connecticut College of Commerce 
Benjamin Franklin University, D.C. 


Southeastern University, D.C. 
Strayer College, D.C. 
University of Georgia 


Northwestern University, Chicago 


University of Illinois 
Chicago Y.M.C.A. 

Drake University 

State University of Iowa 


Bowling Green Business University, 


Kentucky 
Tulane University 
Baltimore University 
Johns Hopkins University 


request. 


Edited by W. A. PATON, 


Professor of Accounting, University of Michigan 


o srinG this famous book within the purchasing range of the largest 
"Teenie of students, we are offering it to recognized educational institu- 
tions at a very substantial reduction from the regular list price of $7.50 on 
class orders for 10 or more copies. 

Many teachers have already brought this generous offer to the attention 
of their accounting students. The enthusiastic student response to this is 
reflected by the large number of schools that have so far this year purchased 
the book in quantity lots under the terms of this special arrangement. A list 
of these schools includes the following: 


Baltimore Y.M.C.A. 
Burdett College, Boston 

Harvard University 

Bryant & Stratton College, Buffalo 
College of the City of New York 
New York University 

Niagara University 

Rensselaer Polytechnic Institute 
North Carolina State College 
University of North Carolina 
Cleveland College 

Miami University 

Ohio State University 

Ohio University, Athens 
University of Akron 

University of Cincinnati 
Youngstown Y.M.C.A. 

University of Oklahoma 

Drexel Institute 

Duquesne University 

Grove City College 

Pittsburgh School of Accountancy 


ou, too, may find that your students will appreciate learning about this 

YY. otter. Through it they are able to secure a standard 1873-page reference 

manual that will be constantly useful not only at every stage of their course, 

but also when they go into business. Its value is perhaps best attested by the 
sale of more than 100,000 copies since publication of the first edition. 

We shall be glad to furnish full particulars of this special offer upon 


The Ronald Press Company, Publishers 


om 15 East 26th Street, New York, N.Y. 


Accountants’ Handbook 


Pierce School of Business 
Pennsylvania State College 
University of Pennsylvania 
Texas A. & M. College 

Baylor University 

Lansing Business University 
University of Michigan 
Detroit Y.M.C.A. 

University of Minnesota 
Minneapolis Y.M.C.A. 
University of Missouri 
University of Nebraska 
University of New Hampshire 
Rider College, Trenton, N.J. 
University of Texas 
University of Utah 

Virginia Polytechnic Institute 
Kinman’s School, Spokane 
Washington State College 
University of West Virginia 
Marquette University 
University of Wisconsin 
University of Wyoming 
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THE AMERICAN: ASSOCIATION OF 
4 UNIVERSITY INSTRUCTORS IN ACCOUNTING 


Committees —1932 


Executive Committee 
Howanp C. President: 
G. H. Vice-President 
L. Doun, Vice-President 
Howanrp S. Nosx, Vice-President 
Cuanzes F. Somtarrer, Seeretary-Treasurer 
q L. Editor 


Russert A. Stevenson, Past President: 


J. Hucu Jackson, Past President: 
Davin Past President 


7 Constitution and By-Laws—Wiiu1am A. Paton, Chairman 
Membership—Hanvey G. Meyer, Chairman 
Research—Joun R. Chairman 
Eechange of Teaching G. Wintss, Chairman 

Joint Committee on Training and Standards—Enic L. Chairmas: 
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186 Joralemon Street 


Written for Courses in Collegiate: Schools: of Business 


Outline of 
Audit Procedure 


by 


Tuomas J. Hocan 
C. P. A. (N.Y. and N, J.) 


Matvacui A. FInNNEN 
P. A. (N, Y.); P. A. (IIL) 


Practicing Public Accountants and Mem- 
bere of the Faculty of St. John’s College, 
School of Accounting, Commerce a 
Finance 


A New Work; which embodies the 
boiled-down essence of audit procedure for 
the busy practitioner and provides for the 
beginner accountant and auditing student 
additional practical aids to supplement his 
study of Standard Auditing Works. 

The book fills a need in Accounting In- 
struction in that it outlines. the construc- 
tion of a thorough audit program with the 
necessary cautionary remarks for its use. 
The volume also contains instructions for 
su®tveys.to be made before audit work is 
commenced to determine the extent of in- 
ternal check in the client’s organization. 

Efficiency of the accounting staff is in- 
ereased by the use of forms that are il- 
lustrated and explained, among which are 
the following: Engagement Memorandum, 
Specimen Audit Program, Confirmations, 
Accountants’. Time Reports, and Case 
Time Records. Better understanding in 
the relations between accountant and 
client are made possible by the Classifica- 
tion of Accountancy Services, adopted by 
the New Jersey State Society of Certified 
Public Accountants, which is. reprinted in 
the volume. 

The book is easily adapted to existing 
auditing courses togive a practical view- 
point to the teaching of the subject of 
Auditing. 


Cloth. bound $2.60 
School Discount on Adoptions 


Estate Administration 
and Accounting 


by 


Cuester J. Dopcr 
B.C LL.B. 


Auditor of Accounts, Surrogate’s Court, 
New. York Count 
Member of the Bar of the State of New 
York 


Member of the Faculty, New. York 
Oniversity 

School. of Commerce, Accounts and 
Finance 

Associate Professor of Estate Law and 
Accounting, St. John’s College 

School of Accounting, Commerce and 

Finance 


This work is of importance to attor- 
neys, administrators, executors, trustees, 
accountants and others interested ‘in the 
administration and settlement of dece- 
dents’ estates; classifying and analyzing 
the new Decedent Estate ‘Law of New 
York State and setting forth the laws be- 
fore 1980 that ‘still affect estates, enriched 
by quotations and citations from more 
than. 640 court: decisions and reported 
cases, including 1982, which place vital 
constructions. on the present administra- 
tion of estates. The chapters. cover fully 
the following: 

Testacy, intestacy, statutory limitations 
on provisions,of the will, including right 
of election, charitable bequests, ete., as- 
sets, sales and investments, legacies, prin- 
cipal and income, taxes (inheritance and 
income) 1982 laws, preparation of the ac- 
count, commissions and court procedure, 


Lawyers’ and Accountants’ Edition 
Fabrikoid Bound Price—$5.50 
With a complete table of cases, listing 
citations, for easy reference. 


Students’ Edition 
Cardboard Bound Price—$8.50 
Teachers’ ‘manual available for school 
adoptions. 


STANDARD TEXT PRESS 


Telephone: Triangle 531532: 


Brooklyn, N. Y. 
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